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perspective of conventional economics unless its presumably 
unintended allocative effects fortuitously offset existing 
imperfections in the rental housing market -- imperfections 
that may be inherent, "man-made" by governments, or both. 
Given the number of ways in which government has intervened 
in the housing market, for example, zoning restrictions, 
building codes, non-taxation of the imputed rents or owner- 
Occupied housing, and subsidies for low-income tenants), the 
possibility of such a fortuitous result cannot be dismissed 
Out-of hand. 

Rent control -- government intervention by regulation 
-- has the same economic consequences as the imposition of a 
tax and the simultaneous provision of a subsidy. In this 
case, the benefits are extracted from some landlords and 
transferred directly and immediately to some tenants. Both 
the tax and the subsidy distort ther allocation of resources 
and thereby impose economic Costs.) This 1s the eftece or 
all taxes and subsidies that are anticipated. The narrower 
is the tax and subsidy base and the greater are the opportu- 
Dities, fom Avoiding the. tax (or Gior “Gilet inde oir iVe 
subsidy, the greater are the efficiency costs. Therefore 
taxes and subsidies related to a broad base, such as income, 
provide an approach to Bedistriput@on that 1s iece COStLY 
than Pent control. However, even broad-based taxes and 
Subsidies distort the choice between work and leisure. 

Recent. work has emphasized "transaction costs", a set 
of costs that was largely ignored in the past. In the ‘past, 


economists seldom looked beyond the allocative effects of 


redistribution as I have outlined them here. Recent work 
has stressed two other factors: the transactions costs 
associated with redistribution and the political processes 
that give rise to measures with redistribution effects, 
actual or presumed. The theoretical bases of these new 
researches ~— the theory of rent seeking and the theory of 
public choice - do not depart from the essential premises of 
neo-classical economics: rather they extend those premises 
into wider realms. A major purpose of this study will be to 
explain the fundamental implications of rent seeking theory 
and public choice theory for rent control as it is practised 
in, Ontario, Transaction costs are the costs of bargaining, 
contracting, and contract enforcement. Sometimes the infor- 
Maton costs Specific to, aq contrace anveau so counted as 
transaction costs. Some voluntary exchanges do not take 
place simply because the costs of negotiating and enforcing 
the terms of exchange are too great relative to the gross 
benefit to be obtained. There would be no net benefit. By 


the same token, when taxes and subsidies are put in place, 


the: competition for) ‘ther irent” '=7sthes. non—exchucimely 
assigned value of the benefit -—— wild require an expenditure 
of real resources. In other words, when the ownership of a 
right to a benefit is not clearly and exclusively assigned, 
contenders for the benefit will invest resources in the 
effort to obtain a Share of it. This behaviour is called 
"rent seeking". In extreme circumstances, the resources 


wasted in rent seeking will equal or exceed the value of the 


benefit sought. The non-exclusive rights (benefits) are 
"dissipated" .or «“wasted'; Thu So; the: seconomircy.co Sta eer 
redistribution, that Aapisea trom rent seeking. cat. «Inethe 
extreme, “be.much*s higher than.the costs that amnse. from the 
changes in relative prices brought about by the taxes and 
subsidies introducedseunder\theynedistr ibut ion mokicy. Ot 
should be noted that win lth is) comt exit, pbhestieum oor ent® 
obviously has little to do with the term in common usage. 
Givien ‘that wedisitribution gi se inev itabhy icGostihwian 
econoniewwelfare terms and particularly ~ostiy wren 
attempted on narrow bases, economists formerly tended to 
rejectumeasunes, such ase nentscontere! out sof Ghand: Many 
still do. What has recently emerged, at least for those 
persuaded by pthe, theory-of sepublic choice, isa better winder— 
Standing of the political dimensions of the redistribution 
issue, pwheredthesterm "pol ijtieal has nol peqorati viel connota— 
tions. If we apply the assumption of self-interest to the 
behav lour,ofvpo hiticians wibureaucnats;, Lobby groupsp~eand 
journalists, and incorporate the insight that Organizational 
structunesy and procedunes: create an, implicit iset; Ofare lative 
prices) that jaf fect, the mratessobyexchange of pol i taicad. as 
well as economic benefits, much non-economic behaviour 
becomes explicable in terms of economic concepts. The 
competition for votes by politicians and political parties, 
and the attempts by pressure groups to obtain advantages or 
to remove, impediments to sthein sintereste, vail le anieehins an 
environment where unbiased information is scarce and hence 


costly, explain many policy decisions. One may not like 


what policy-makers decide, but -- as I shall attempt to 
demonstrate in this paper -- the public choice perspective 
makes the reasons for their decisions relatively clear. 

rhe: paper consists of elght! sections.) sine Lipset’ three 
provide some necessary background. The first considers the 
circumstances that prevailed when a system of rent control 
was introduced in Ontario in 1975. The second discusses the 
basic provisions of that system; it includes a brief summary 
of the system's economic attributes and the conventional 
analysis of its effects. The third section expands upon the 
very brief exposition of traditional welfare economics given 
I ehos Introduction, 

As I have said, the theory of rent seeking purports to 
explain the circumstances under which transaction costs 
Waste Yesources when governments Intervene 2neat tenors (to 
transfer benefits between individuals. The theory, particu- 
Varivyras ft celates to residentia Parent ycorene !,..5 
considered in the fourth section. 


The cupboard is painfully bare when we come to it for 


estimates Of ‘the actual -transaction costs “entarleds py 
Ontario's current rent control system -- the costs that the 
theory of rent seeking emphasizes. I, bave ‘used. some 
horrendous assumptions and the few pieces of "hard" informa- 
tion at hand to arrive at the crude estimates of these costs 
given in the fifth section. While these estimates are 
obviously weak, they provide, perhaps, some insight into the 


orders of magnitude involved. The assumptions are clearly 


spelled out, so readers can readily substitute their own 
guesses if they like. 

The public choice approach to the processes of collec- 
tive decision-making is described in thé Sith section, 
where the roles and incentives of self-seeking politicians, 
bureaucrats, pressure groups, and journalists are related to 
the self-seeking behaviour of largely ill-informed voters. 
some find repugnant the basic assumption of ubiquitous self- 
seeking, but this sense of outrage is misplaced. We make 
assumptions in order to analyse reality, not in order to 
describe 1t., Siampliftteation 16 the essencesor conceptual 
insight. 

Conventional economics and public choice economics 
Share the same conceptual underpinnings, yet they seem to 
diverge markedly in their implications. The seventh section 
considers how these two approaches may be reconciled. In 
more than one interpretation, the keys to reconciliation are 
the competition among political parties for votes and 
voters' awareness of the relative efricilency .Ofs the existing 
Or promised policies) jof the partres, Poor policies are 
driven out by better policies because the latter attract 
votes while the former do not. However, given that each 
party confronts voters not with a single policy but with a 
bund Pewol, podaictes, "a 00d., bad, -and anditferent,. the 
assumption that voters know which alternatives are the most 
efficient 1s, questionable, 

The final section briefly sets forth some possible 


implications of the previous discussion. 


THE EMERGENCE OF RENT CONTROL 


An English judge who changed his mind defended himself in 
the following terms: "It does not appear to me now as it 
appears to have appeared to me then." And so it is with 
governments. When voter perceptions change in response to a 
real or an iliusory change "in CitcvuNctcaveces, ah 
"unthinkable" policy option can become not only "possible" 
but, finally, “inevitable”. The Ontario goverment oranda 
on residential rent control illustrates the point admirably. 

Until the campaign preceding the election of September 
18, 1975, which returned the Progressive Conservatives with 
a mMinoricy, the governmenrce Of Poecmmen Welmmirece Davis 
consistently and strongly opposed rent control.! Two weeks 
before the election --, on September 3, to be exact -- the 
Davis government announced its intention to LNCYOUICEe? .a 
system of what is somewhat euphemistically called rent 
review". This system was to operate only in low-vacancy 
areas. Rent review boards would not be empowered to suspend 
rent increases unless exemplary prosecutions undertaken by 
the province on the advice of the boards failed. 

The factors that brought about the change in the Davis 
government's stance can probably never be fully known. No 
doubt the private polls commissioned by the party in power 


indicated a shift in voter attitudes. This shift presumably 


reflected both the deterioration of the economy -- hagier 
unemployment and higher prices gener atl y>-=sana ‘the 
cur lrerry given to some large rent increases: The 


Provincial New Democratic Party had been pressing for rent 
control since the 1960's, consequently NDP leader Stephen 
Lewis' announcement of August lhkn 197 5,acthat, housings was.the 
first of his, party's. four platform themes mustphave come as 
little surprise to the government. Probably more decisive 
was then Liberal leader Robert Nixon's announcement on 
August 25 ithat» the party plattomum included..da., promise tO 
establishprent review boardsawi-th, the. power £0. 1540 LI back 
rents". 

On, September y.35,. ondy ten days. before theselectaon, 
Davis announced that the Ontario GAINS (Guaranteed Income 
Supplement) would be used to cushion, for low-income 
tenants; the impact of rent increases in excess o£,12. per 
cents). ie smelterated the wtand. that athe publicity sattendant 
upon prosecutions for excessive rent increases would be a 
sufticlent, deterrent, -—-».a.poSbhel on) tha te wasari dieu Led. by 
Stephen Lewis. . On September 13 the government promised to 
protect.tenant.nightswand ito pay «tenants 'slegadl, costsaa On 
the same day newis claimed that rent control was "a lasting 
answer to the housing shortage". 

Thusjdt «seems clear sthatwondy ,agsenses of, polutical 
exigency induced the Conservatives to abandon their earlier 
stancess,) Theysgavesup ,asn littl e as possible... The qovernment 
seems to have believed »that the,.rent control-issue ,carried 
weight with so many crucially situated voters that it had to 
appear to be going about as far as the Liberals. Whether or 


not sa smore;farsreaching) rentecont Lode scheme uwoudid Ihave 


returned the Davis government with a majority rather than a 
minority is moot. Only days after the election, however, 
Davis and Co. decided that the selective prosecutions proce- 
dure had to be rejected in favour of means that would be 
acceptable to the opposition parties (Bucknall 1976). The 
result was an announcement in the Speech from the Throne on 
October 29 that the government would introduce both retro- 
active measures to protect’ tenants From unjustified rent 
increases and measures designed to strengthen tenants' 
SeCcUrIL ty OFT tenure. Thus the "new" Davis government 
announced that it would do precisely what the "old" Davis 
government had only recently stated it would never do. 

POricy reversals," alcnougi no wrurcommon ey. are 
customarily greeted with derision by political observers, 
who take them as evidence of cynical opportunism or worse. 
ites equal fy platsiblée™to-wiew policy about—turns as 
evidence=Oor- the erfectiveness Of the interparty competition 
for voter support -- the foundation of responsible and 
representative government i1n*the*tace oF chang ing -circum=— 
stances and perceptions. 

The most obvious reason for the Conservatives' change 
of position was their need to secure the acquiescence of one 
or both of the opposition parties if they were to continue 
to form the government. Another reason, which the 
Conservatives may have accepted as legitimate in its own 
Fight-and which certainly hel psa to Pegutimive tne poricy 
reversal, was Prime Minister Pierre Trudeau's televised 


announcement on October 13, 1975 of the federal government's 


anti-inflation initiatives. Here too a government reversed 
itself, for during the campaign that preceded the election 
Gr iuky Loa seine federal Liberals had declared themselves 
Opposed to wage and price controls -- unlike the federal NDP 
and the federal Conservatives. 

To understand these major policy changes at both the 
federal and the provincial levels, it is necessary to recall 
the economic situation at the time. Although conditions 
subsequently became a great deal worse, 1975 saw the arrival 
im Canada of double-digit intwlation (110.2 Der Cent)... Le 
also witnessed a substantial increase in the unemployment 
rate, which in Ontario rose, from 4.4 per cent 1m 107 40to, 6.3 
per cent in 1975. Hitherto, it had been widely believed 
that there was a clear trade-off between the inflation rate 
and the unemployment rate. An improvement in one rate could 
be "bought" by accepting a deterioration in the other. Now, 
however, the old Keynesian remedies appeared to have lost 
their efficacy -- if they had ever had any. To confuse the 
picture, the massive "reforms" of the Unemployment Insurance 
benefit, structure in the early 1970's had encouraged people 
to work just long enough to obtain extraordinarily long 
periods of benefits -- benefits that were Ohdlive wat ole jee 
below the income that could have been earned by working. 
This raised questions about the legitimacy of the unemploy- 
ment data (an old issue) and about the structural problems 
of the Canadian economy. One thing is certain about 1975: 


it was a year of great UN Cer tality cotter decade got 
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seemingly endless prosperity. As it turned out, the voters 
had much to be concerned about. 

Quite apart from this general economic malaise, there 
were specific events in the rental housing market in the 
early 1970's that may well explain why rent increases were 
Singded, out..fometktack, Constructionsisy aihighhy «.ycLical 
industry. POld owhng -.a@h:pern..0d,. of, gdbut paamacaneya rates 
gradually fall, rents rise more rapidly, and a faster pace 
of construction heralds the beginning of a new cycle. When 
this addition to the stock comes on the market, considerably 
later, vacancy rates rise again, the rate of rent increase 
declines, and new construction drops off. .Still later, when 
population and income growth have taken up the slack, the 
eyeleuerepeats. dtselt.. The.cycle is.therefore Lange ly. a 
result of the.industry's failure. to adequately anticipate 
future changes in demand and of its delayed overreaction to 
these changes. 

LaBanycevient,;»the cate .of iwnaugeasesin pentsef el dcirnon 


abou taeh96 7Zisuntbi.l about 1972. and. news constnuct.on was 


deterred. In the following three years the trend reversed 
and rents increased more rapidly -- presumably more rapidly 
than ‘anticipatedsby athe, industry. »« From,.19,74, to, 1975ithe, CRE 
rose by 10.8 per cent. Smith and Tomlinson (1981, 96) 
estimate that the rent (exclusive of financing costs) for a 
one-bedroom apartment in Toronto rose 31 per cent in current 
dol Lass abinom, $9.9 « to, sh43 0.4 There was, therefore, some 
basis for tenant concern. Whether the measures adopted were 


"necessary" or "effective" is another matter. 


L} 


THE MAIN FEATURES OF THE “CURRENT SYSTEM 


A®modérateé ‘form of ‘rent ‘control has existed in Ontario since 
the passage on November 20, 1975 of the Act to _ Provide 
for the Review of Rents in Respect of Residential Premises. 
The Act originally provided for its own repeal on August 1, 
LOW Subsequent amendments extended it. hem ROGUE mrt aL 
Tenancies Act of 1979, which replaced the Rent Review Act, 
has effect for an indefinite period. From the retroactive 
application of this legislation in July 1975 until October 
1977, rents on non-excluded residential properties could be 
increased only once a year and the increase could not exceed 
the annual increase in the landlord's costs. The maximum 
increase permitted without special approval, and barring 
tenant objections, was 8 per cent a year. From October 1977 
to the present, the maximum increase allowed without appro- 
val and in the absence of tenant objection, which would 
trigger a hearing, has been 6 per cent. Landlords must give 
thetr’ tenants ninety ‘days prior notiée ‘of “any “intended 
increase. “Landlords whe apply for permission to increase 
rents by more than the ceiling must demonstrate at a hearing 
that a larger increase is necessary to fully cover the 
increase in allowable costs. When the increase is below the 
C61 Ting venants cam st mh) require that a hearing be held. 
Undertee rtain extremely Timited ‘crrcumstances (defined tn 


section 132 of the Residential Tenancies Act), rents “can be 


rolled back. 
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Rent control does not apply to non-profit housing, 
government-assisted housing, units in a building no part of 
which was rented before January 1, 1976 (including newly 
constructed rental units), or so-called "luxury" units with 
rents in excess of $750 per month. Because rent control in 
Ontario embodies a qualified "cost pass-through" arrange- 
ment, and because it excludes some rental accommodation, it 
would seem to merit the adjective "moderate" used earlier, 
although the restrictive definition of allowable costs 
moderates the degree of moderation. 

The legislation makes an important distinction between 
"whole building reviews" and reviews that apply to 15 per 
Cent lon desssofsthe-un its) in, arbudd dung Mea qi Venwvearma In 
the latter case -- rent reviews undertaken on behalf of a 
tenant -- the landlord's costs are not taken into account. 
In the former case, the only one considered here, allowable 
costs for pass-through purposes are treated somewhat 
differently when there is a"financial loss" than they are 
when there is not a financial loss. Where no financial loss 
(as defined by the rent review procedure) exists, allowable 
costs are determined so as to, in effect, "freeze" net rents 
at their pre-control level for the two-year period being 
reviewed and prevent landlords from obtaining direct 
benefits from capital expenditures and planned quality 
deterioration. To this end, costs that may be passed 
through on a year-to-year basis are limited to operating 
SOSts and tinancing costs that refer directly to the 


dwelling under review. Maintenance and repair costs are 


iS 


narrowly defined. Cost increases arising from a capital 
expenditure, are -al loweds only “at ra. Pabkeresutti Grent 7.20 
amortize the expenditure over the expected future life at a 
rate of interest on borrowed funds equal to the prime first 
mortgage rate. Given these and other deviations from either 
accounting or economic: costs, the term "freeze" 1s more an 
expression of conventional wisdom than of fact. 

When a “financial loss" occurs, the landlord may apply 
for an increase that will eliminate the loss over a three- 
year period (five years if the loss arises from the purchase 
Of a building). Before 1982, allowable wcosts: ineluded “aust 
operating costs and financing costs (interest and principal) 
for financing not in excess of 85 per cent of acquisition 
costs. Neither depreciation nor a return on equity capital 
were allowed, but normal principal payments were considered 
a cost. AS Originally established, these provisions meant 
that landlords just broke even on a cash-flow basis. A 
"relief of hardship” provision was) introduced jin, Lo 7oM to 
allow anvadditauonal rent increase Of per ment of stor a! 
Cost. 

In, 1982, Cadillac. Pairview. Sold sa verge nunberesor 
rental units. . They were quickly resold Several times. at 
ever-higher prices, a procedure that greatly increased 
financing costs and hence allowable rent increases. The 
ensuing controversy led the Government of Ontario to 
introduce a bill that was passed as An Act to Provide for an 


Interim Restraint on the’ Pass Through of Financial Costs in 
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Respect of Residential Finances. This measure put a ceiling 
of 5 per cent on rent increases attributable to increased 
financing costs, 

Given the Davis government's evident reluctance to 
adopt rent controls in the first place, why did it not leave 
this loophole open when it was exploited in 1982? There is 
no obvious answer to this question. Perhore beeauee the 
exploitation was so blatant, and therefore attracted discon- 
certing press (and opposition party) attention, "corrective" 
aeiion. COuUld NOt be avolded, Periaps Cie Of Ta cara 1s 
responsible for rent review ingenuously took their task at 
face value. Perhaps, too, the Conservacives® carlicre, 
presumably ideological, objections to controls evaporated in 
the face of perceived political realities. 

It will be argued later, at considerable length, that 
the introduction of rent controls gives affected landlords 
an inducement to minimize any losses (relative to an 
uncontrolled market situation) they entail. For their part, 
tenants with rent-controlled accommodation have an induce- 
ment to fight in order to retain or increase their benefits. 
There is legislation other than the rent control legislation 
as such that constrains the actions of those who would 
otherwise escape some or all of the controls' effects. 
These related legislative or regulatory measures also need 
to be taken into account. 

Roughly speaking, the market value of rental accommoda- 
tion is equal to the present value of, ts expected, net 


income, where the applicable discount rate reflects going 


1 


interest Pates, the Yisks attached to the pmarorcurar 
investment; and the income tax position of the investor; 
The more reatietaye ie CeNeCONCLOLS, Che Greauere rs Cire 
capital loss and the greater is the incentive to convert the 
existing building to single-owner occupancy or condominium 
ownership Ore to ‘demolish the building and “construct "the 
highest allowable density of new condominiums or rental 
units not subject to regulation. To block these moves, and 
thereby maintain the supply of rent-controlled accommodation 
(ionoring quality renovations); “many Municipalttres™ im 
Ontavie;, andvall of ‘the municipalities in Metro 'Torontas 
have passed bylaws that restrict demolitions, conversions, 
or (bo thi (see tori th’ Sand) Tomimiinson 198191 10}: 

Tenants: woudd-qain> PittVve rom rent controlsrie 
landlords could easily evict them and’ either charge new 
tenants higher rents in one form or another or replace them 
with! “superior” "tenant si eS ineée "the inception of Ontaria's 
rent’ control system in 1975)" the’ Landlord wand’ Tenant Act ‘has 
successfully blocked such*actions by Giving tenants great 
security of tenure. Evictions are possible only under quite 
extraordinary circumstances that are costly to prove before 
a tribunal. The same statute restricts the size of deposits 
toe one Viimal Month's snenteineadw ance. Gand lords are 
required to pay 6 per cent interest on such deposits. 

The conventional economic analysis tor Tent review in 
Ontario isa barge topic.” Because at Hasebeen dealt with 


elsewhere,2 a brief synopsis will do for present purposes. 
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Following Smith and Tomlinson (1981), whose deductive 
analysis (as distinct from their quantitative estimates) 
seems to be unquestioned, we can assume that the Ontario 
rental Smark eo: daderwrent tcontroinchasscoribas shad), the 


following attributes: 


i es The demand for residential accommodation increased 
rapidly in the years preceding the introduction of rent 
controls. The factors in this increase were the maturing of 
"baby boom" children, increases (partly real and partly 
inflationary) in personal income, continued urbanization, a 
growth in the number of single-member households, and 


immigration. 


De Because housing supply responds only slowly to changes 


in demand, rents started to move up sharply. 


3. Controlled rents were initially set at prevailing market 
rents. In the first instance controlled accommodation was 


held by those who were its tenants when controls came into 


effect. 


4. Controlled rents were soon less than the market-clearing 
rents would have been: there was, therefore, excess demand 


at prevailing prices. 


ie New units have not been subject ta, rent control. 


Additional rental units have been built, but landlords 


7 


require a premium rent for these units to compensate for the 


risk that the controls will later be extended to them. 


6. Owners of rent-controlled accommodation sustained a 
potential capital loss when controls were implemented. . They 
sought and still seek to’minimize thie loss through one or 
more of the following stratagems: 
(a) “Conversion ‘to uncontrolled uses (condominiums, 
luxury apartments, and non-residential uses). 
(b) Reduced maintenance, whereby quality deterioration 
lowers the controlled rent to the point where it equals 
the*rent*that could” be obtained’ in’ an Uncontroried 
market. 
(c) When vacancies occur, landlords select the "best" 
tefrants avallable:” Their criteria include trance t 
solvency and reliability, small family size, and quiet 
behaviour. 
(d) Landlords seek the maximum allowable Wet Bem 
increases consistent with the prevailing rules, as 
applied, “where all the Tegal; accounting, and other 
costs of notice, hearings, and appeals are considered 
offsets to potential gross gains. 
(e) Unlawful rent increases are sometimes made 
possible by intimidation, by the "extortion" of key 
money or its equivalent, by tenants' (especially 
potential tenants') ignorance, or by their acquiescence 
in the face of the high transaction costs of appeals. 


(f£) Landlords and tenants contribute money or time to 
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lobby groups or proceed on their own in order to secure 
favourable rule changes or prevent unfavourable rule 
changes. Such lobby groups may assist their individual 
members in particular cases, especially when the cases 
are thought’ to be potentially precedent setting. 
Lobbytng “costs include office rent, . salaries, 
professional fees, the cost of publishing and distribu- 
ting materials, and, conceivably, contributions in cash 
or kind to political parties or influential politicians 
Ov daoministracors. 
(g) initially, at least,. pmcsoective. genantecuet 
controlled rental accommodation incur greater search 
and queuing costs (primarily ime, and travel cosecs) 
when there is excess demand than when there xe nat, 
(h) Until landlords eliminate their losses, tenants in 
rent-controlled accommodation obtain a kind of rent 
subsidy. However, because of the deadweight loss 
attendant upon in-kind subsidies, the value of the 
subsidy in “individual satisfaction  (Witiitty)s terms is 
less than the dollar difference between the controlled 
rent and the hypothetical market- determined rent. 


This point is explained in the next Section. 


THE ECONOMIC EFFICIENCY ARGUMENT3 


It is nearly impossible to find a respected economist who 


has a good thing to say about price controls ingeneral or 


t9 


rent controls in particular.4 f[ndeed, price controls are 
often cited in elementary textbooks as examples of bad 
economic policy. Yet price controls exist in many jurisdic- 
tions. The usual explanation given by economists for this 
State oOf“atlarrs May be Captured in One woud, "commeices 
In this’ context, "politics" is a term “Ot derision, denoting 
a short-term, expedient, and self-serving decision by 
elected representatives. 

Economists disdain price controls as "a "selft=intlicted 
wound~=--'a needless ‘source’ of “economic’ inefficiency. Many 
economists also be'lieve that controls are Unfair, in that 
their costs and benefits are distributed unequally among 
individuals in the same circumstances. Under rent controls, 
ror"éexample, rich and ‘poor tenants Can obtain "the "Game 
benefits and rich and poor landlords can suffer the Same 
losses. Those who are fortunate enough to be renting when 
controls are” introduced “obtain a benefit not enjoyed by 
those who later wish to become tenants. Similarly, those 
who hold titles to rental accommodation properties suffer a 
loss when controls are introduced, while those of equal net 
worth who hold their wealth in other forms escape without 
loss. 

What would seem to be the most convincing equrey 
argument for rent control arises from the exclusion Of 
imputed rents for owner-occupied housing from the personal 
income tax base. Consider two individuals with the same 
income and net worth. Each holds ‘a S200;7000) bond* that 


yields $24,000 annually. Personal income taxes of $12,000 
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are levied on this yield, leaving an after-tax interest 
income of $12,000. Now, suppose that one individual sells 
his bond and buys a house with the same market value -- 
-200;000. If the house is rented , “Lt wil L*bring wes fowner 
an income of $24,000 per year after expenses. If the house 
is occupied by the owner, the rent forgone is not included 
in income and is therefore not taxed. Thus’ the ‘owner- 
Tecugiter can occupy’ twice’ the quant rey soy qua kircy of 
accommodation as the bond-holder, whose rent must be paid 
from after-tax interest income. And this calculation does 
noe take “into account the fact that: capital’ gains "on princi- 
pal residences are untaxed. Equals, defined in terms of 
income or wealth, are not treated equally under the personal 
income tax system, which confers a conspicuous advantage on 
the owner-occupier of residential accommodation. 

Rent control could be looked upon as a crude way of 
giving a benefit to tenants that "matches" the tax advantage 
given to owner-occupiers of residential accommodation. Two 


points are worth noting, however. PirES t} although the 


signs or (the benefits are the same, their magnitudes are 
most unlikely to be similar. Second;,°while the costs‘of 
excluding the imputed rents of owner-occupied residences are 
borne by all other taxpayers, the costs of rent control are 
largely borne by landlords -- a diverse subset of all 
investors. consequently, this* equity argument Tor verrt 
control, although not entirely baseless, is extremely 


tenuous. No doubt it can also be argued that advantages to 
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landlordsysparticularly. the “landlords of old buildings, 
arise from market imperfections. And no doubt these argu- 
ments too could be used to rationalize the conferring of a 
crudely matching benefit on tenants. 

rhe “concept of) equltya sy important), sbutwrehe eri ciency 
ISSUGL ES pnesekacs iso. However, ‘ehe concepteiom economic 
efficiency is one that requires some explanation. 

Los hawk eiiey. (to [putea complex argument as brierly -and 
Simply as possible. Conventional economics defines economic 
efLimeiency Wm teums ofyebhe conceptiiet Paneto optimal Pty; 
which starts with the assumption that the satisfaction 
obtained by individuals from the consumption of goods and 
services is determined solely by their own consumption and 
is unaffected by the consumption of others. Individuals are 
neither jealous of nor empathetic with others. An economy 
189 Paretoyoptimak --» that yispe Letiineienthes =a ravwhen sone 
individual cannot be made better off (have a higher level of 
Satisfaction or utility) without making another individual 
worse, ott... This means, in effect, that the wanners.cannet 
compensate the losers and remain winners. This economic 
efficlency, enbteniion, avoids then necessity sot comparing the 
absolute magnitudes of the additional utility of winners and 
the subtuacted,,uti laity of sloser cs: 

It can be shown that Pareto efficiency will exist under 
certain simplifying assumptions or conditions, including no 
uncertainty, complete and costless intopnet lon, eno 
transaction costs, and perfect competition in all markets. 


In the real world, these conditions seldom, if ever, hold 


ae 


completely. Their failure to hold may be the consequence of 
the inherent limitations of some real markets, limitations 
usually called "market imperfections". Government interven- 
tion that eliminates or offsets market imperfections can 
increase economic efficiency. Governments can also provide 
"second-best" solutions -- "first-best" solutions wholly 
eliminate market imperfections. However, neo-classical 
economists. feel that, for the mostiloart, cgovernnent 
intervention has a perverse effect on economic efficiency 
even when its stated objective is to improve efficiency. 
The cure, in some circumstances, can be worse than the 
disease, leaving aside the relatively rare instances in 
which policy errors are based on erroneous information or 
analysis. More commonly, in the neo-classical view, the 
stated market imperfection is simply an excuse for an action 
Hucertaken for Other, unstated and other, unstarabd lea 
reasons. 

Government intervention is also frequently rationalized 


as a necessary means to the achievement of some distribu- 


fienal op jective, such as “adequate housing Torval teat van 
affordable cost". The economist has nothing particularly 
useful to contribute to a debate concerning the merit or 
lack of menit, ofan objective. oF (this {sort ~~ lexcaept 
perhaps, as in this case, the observation that the objective 
is too vague for operational purposes. What an economist 
can say, within his field of professional competence, is 


that all practical attempts by governments to change the 


eis 


distribution of wealth or income (where income is defined to 
include the imputed value of benefits in kind) involve costs 
in the form of sacrificed economic efficiency. 

However, some methods of intervention for distribu- 
tional purposes are more costly in efficiency terms than 
others. Not surprisingly, economists argue that the least 
inefficient means should be chosen to attain a given distri- 
butional objective. Because distributional objectives are 
so often couched in vague, rhetorical terms and because the 
means. adopted sare, often far from being the) most! ekEicirent 
available, sitwis) difficult. teop.esecape, the suspicion sthat. the 
real object of intervention is partisan advantage --.the 
capture of electoral support. Why this should be reprehen- 
sible ‘in tac democracyisunclear, unhess the imajosity sare 
explorting tayminor nty. 

There are three reasons why most government interven- 
tion dundertaken bingsowder: bo accomplish hehangessuun the 
distribution of | dncomessorn: wealsth aneduces economic 
efficiencys ) Thes£fArsti 1s (thet government yintesveniion, 
whether it proceeds by means of explicit taxes or subsidies 
or by means of regulations that indirectly impose taxes: or 
confer subsidies, drives a "wedge" between the market price 
that would otherwise prevail and the post-intervention 
price. This means, for example, that when rents are reduced 
through rent control the quantity of rental accommodation 
demanded at the reduced price will be increased and the 
quantity of accommodation supplied at the reduced price will 


be reduced, other things being equal. 
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While those fortunate enough to occupy accommodation 
ween a controlled (lower) rent do obtain, a benefit, they 
would be better off if the benefit were provided in cash, 
Not only would they probably rent more accommodation, but 
Ehey would buy more of other things as well. in other 
words, individuals would be better off with a cash benefit 
than with an in-kind benefit because they would be able to 
choose a bundle of consumer goods and services that yielded 
inem more Satisfaction. 

The cash transfer has another advantage and one dis- 
gaevantage relative to an in-kind benefit. It has been 
claimed that in the past, when there was no rent registry, 
landlords sometimes took advantage of tenant turnover to 
itlegally raise rents for new tenants. To the extent that 
these allegations are valid, in-kind transfers made it more 
difficult for the original tenants of controlled accommoda- 
eon to adyvust. the iawantity (Or said lat ao other 
accommodation to suit their changing needs, since they were 
likely to be confronted with illegally raised rents. 

The disadvantage of general cash subsidies relative to 
rent controls is the possibility that in the short run, when 
Supply is inelastic (price insensitive), the increase in 
Mroomes will be quickly reflected’ in wrohber rents. 
Landlords will absorb a significant fraction of the subsidy, 
benefitting as much or more than tenants. However, given 
the ease of entry into the construction industry, and hence 


the competitiveness within the industry, one would expect 
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the higher rents to eventually generate an increase in the 
supply of rental accommodation, bringing rents down relative 
to what they would otherwise have been. Nevertheless, the 
prospect of immediate rent increases following the introduc- 
tion of a rent subsidy scheme is likely to bulk large in the 
public perception of the scheme and make it unattractive as 
a practical alternative. 

Government intervention through controls also leads to 
economic inefficiency because of its effects on supply. 
Artificially lowered rents reduce the return on investment 
in rental accommodation. This means less maintenance, less 
renovation, and less new construction of rental accommoda- 
tion, even if new construction is not subjiecectOmrentreon= 
trol. This follows because of the risk that the rules will 
change and the controls will be extended to new construc- 
jag ew eS should ‘the Tisk be” perceived asi subs tantaa es 
resources: wilicbe WMiverted —t6 the produceronagot other 
things, which now offer a relatively higher return. This 
shift will lower the prices of these other things, to the 
benefit of those who consume them. But these gains will not 
offset the losses in consumer utility that result from the 
reduced stock of rental accommodation, Hence the value of 
tovealty Output wid serait sh: 

Economic efficiency losses of this kind are usually 
called "deadweight losses" or "excess burdens". They arise 
because the tax subsidy "wedges" created by controls’ distort 
prices. “The resube ts thet A aurche margin, consumers demand 


too much of the subsidized item relative to other things and 
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too little of the taxed item is supplied because of its 
Opportunity cost. 

The risk that potential investors attach to the possi- 
bility that rent controls will be extended to new or other 
uncontrolled accommodation, or that existing controls will 
bet rescinded piss chuciah! tor the, yusupparyolnpacticom® the 
controls. Historic costs are irrelevant to the decision at 
the margin whether or not to maintain, renovate, or demolish 
controlled accommodation. Controls impose a capital loss on 
landlords when they are introduced. They are irrelevant to 
decisions about future investments at the margin unless the 
terms of the original intervention change. 

Another important consideration is the specific manner 
in which the cost pass-through rules are applied. Suppose, 
for example, that a landlord regularly undertakes increased 
"one-shot" maintenance expenditures just before he applied 
for rent review. These expenditures may be embedded in the 
new, higher rent base, even though the costs will not be 
repeated until the next reviews «In practice, therefore, 
rent review gives him a higher rate of return than theory 
would suggest. Similarly, suppose that superficially "reno- 


vated" units are readily accepted as "new and, hence, 
uneontbelled cunits;,cagaing® the actual application of 
controls will have a less adverse effect on expected rates 
of return than the rules would seem to enjoin. In short, 


because historic losses are relevant to investment decisions 


only to the extent that they affect risk perceptions, and 
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because administrative practice may differ significantly 
from legislative theory, excess burden (deadweight losses) 
may be considerably less than might be supposed at first 
glance. 

Finally; ‘government wintervien tion faggraviatestithe 
efficiency loss associated with information (search) and 
transaction costs. Even without government intervention, 
these costs can be high enough to preclude certain kinds of 
contractis) (exchanges Pesauthat 1878 the sanfioumation., and 
GOntracting costs cCanhbimonercthane ortisep Gheimpotentmal 
benefits stormthe\partie’s!) mn Maevoluntary) rexchange. For 
exanp le), insurers: will mot enter anto ta tcont gactmaddsehe 
imsured” is Nivkelyttoctsecures aonetibbene hitrenomemne 
occurrence of the “riskte “Polimctngic Lailmstmorrpror mga e 
seli—intl vetted damages: wou lideber prohibitivehy ccost lys-or 
else the premiums would be too high to appeal to those who 
did not intend to give fate a helping hand. 

In free markets, the existence of voluntary exchange is 
evidence of asbenefi lt, totone party om bothipartigessenettot 
information “and transactionvcostss Otherwise, aymurualily 
acceptable> bargain wouldinottbe struck. This formu apron 
assumes that both parties to a contract are fully informed. 
suppose, fom example, that a landlord unilaterally termi— 
nates a lease at great expense to the tenant -- an expense 
that the landlord ignores. The tenant is assumed to have 
taken this misk into account whenthe signedithe: contract, 
for by signing it he signified that bearing the risk would, 


at least, make him no worse off than not bearing it. 
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Government intervention, such as the imposition of 
price controls, generates additional information and 
contract costs. More resources are needed for searching, 
contract bargaining, and contract enforcement. Given a fully 
employed economy (an important assumption), this diversion 
of resources means that smaller amounts of other things that 
individuals want are produced and distributed. 

To be more specific, rent control lowers vacancy rates 
Dy Beeducing »the supply of rental) ieeconmodatiom vend) by 
increasing the quantity demanded. Relative to those who seek 
uncontrolled rental accommodation, those who demand but do 
not have controlled accommodation are faced with higher 
Searchwcosts, are more likely to be'confronted with demands 
Por key money (or the equivalent), and encounter greater 
Giscuimination, as. landlords ‘el iminave al I) butt ehe’ host 
desirable tenants from a longer list of applicants. In 
addition, tenants of rent-controlled accommodation are 
confronted by the actions of landlords seeking to minimize 
their losses: reductions in maintenance; the use of 
exaggerated cost estimates to Justify higher rents; the 
conversion of rental accommodation to condominiums, hotels, 
or single family units; the demolition of existing units 
followed by construction of new rental accommodation at 
higher, uncontrolled prices. Landlords and tenants use up 
time, effort, and physical goods ina never-ending battle. 
Tenants fight to retain the benefits of controls and 


landlords fight to escape the burdens of controls. Some 


ou 


economists call such activities "rent seeking". 

Rent seeking encompasses two distinct but related kinds 
OL cos tSe the costs, incurred .n.securing..tavounable,or 
FesSisting wUuntavourable leqislation and administrative 
poliegiess; the costs, incurred, nny secuning \Gheyilayourable 
application, Or, avolding, the, untavourab le sanp lication, of 
existing laws. and, policies... Obviously, . lobby ingscostss ical 
be. incuyred.in che, absence, of, rent scomtrol.. a erocequrad 
COSES al lseron ly waen.a SYVSPemuo f CONwLOl GS uLSoe eo aCe. ns 


brief discussion of rent seeking follows. 
THE THEORY OF RENT SEEKING? 


Rent,.seeking, «a,.term coined «by. Anne Krueger, (1974)) .has 
nothing to do with a landlord's periodic descents on his 
tenants... .Nor does the. term refer,to the,punsuit iof economic 
rents,.as,.,these jrents,.ane, normally detuned. Economic rents 
are the return Over Opportunity cost form somethingutaat 1s 
inherently in fixed supply and whose market value is there- 
fore determined entirely by demand. "Rents" in the context 
of “rent, seeking” .are non-exclusive nights stO,income oa 
wealth that have been jcueated  ~dinrect| yoor dndixcect daa 
government intervention. Government, the ultimate source 
and protector of wallyrights, has wane spewem to.convent.an 
exclusive right to the control of some valued thing -- 
accommodation, for example -- into a non-exclusive 
(unassigned) right. Rent seeking is the struggle to either 


secure a share of a non-exclusive right or to avoid the loss 
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of such a share. This struggle necessarily involves trans- 
action costs -- that is, an expenditure of real resources. 

Rent seeking may therefore be thought of as an 
investment of real resources by individuals or groups in 
attempts to obtain favourable (or to avoid unfavourable) 
government decisions.’ These decisions involve the 
redistribution of income or wealth rather than the creation 
of income or wealth. To those who assume that more output 
is better than less and that the interpersonal distribution 
of that output is of no economic importance, the investment 
of real resources in rent seeking is sheer waste. 

ehent seeking can take place by a variety of means and 


atetnree Levels. ‘That 'is);°itecan involver 


1. investment by individuals or groups of individuals in 
lobbying” for favourable legis Pative™ or sr equimatory 
changes; 

a investment by Wndividtals on tgroups aneeecuving 
favourable decisions under the discretionary provisions 
of existing laws and regulations; 

Shs investment by politicians, by bureaucrats, and by those 
who are striving to obtain offices in the expectation 
of securing personal benefits in case or in kind from 


increased government revenues. 


Ft is" important to recognize that rent seeking can be 


poss tave! ‘or negative: investments are made in the 


af 


expectation of maintaining an existing benefit or obtaining 
a benefit not currently providéd, or in the expectation of 
reducing “a current’ COst On MINLMLZIng “a LuUCcure. cose, 

An example may clarify these differences. Suppose 
there is a regulatory authority empowered to licence broad- 
casting. Suppose that licences are not auctioned off to the 
highest bidder but are ‘qranted at the dirscretionYor the 
authority. Those seeking licences will engage “1n- “rent= 
seeking activity (that is, they will invest in lobbying for 
the license) -- a once-and-for-all occurrence rather than an 
Ongoing process. If all of the parties know what each of 
the others is doing, they will be able to determine the 
optimal invesitmentin this “Lottery. (Phat ie), vraal loose 
the parties! know “what’a" license fs wortn (and it tas 
potenttally“worththe-~same “amount to veach@party)., and “ae 
they all know how many groups are competing for it on the 
same terms, they will invest in competing with each other a 
sum just equal to the expected present value of the license, 
taking the probability “of “sSuceess’ Tntoraccount. +7 On the 
other’ handy rt “intormation ers Wimpertect and =stravegure 
behaviour therefore possible, the sum of the investments 
(bids) may equal, exceed, or fall short of the present value 
of the license. Note that the investments (bids) are in 
real terms: the “time ‘or liawyers, accountants; and? BPR 
experts; the cost of buncheons, "greets rand’ travel: 

Suppose instead that the licence is sold at auction to 
the highest bidder, an arrangement that increases government 


revenues. Depending upon the de facto rules, this increase 
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May provide an opportunity for some officials, elected or 
appointed, to obtain rents -- returns over and above their 
returns in alternative offices -- through the "dissipation" 
of the licence proceeds. These returns might take the form 
OFehigher salaries, less work, or) more perguisites! of 
Otfpace.. Should such returns’ beravaitable therei will be 
COMmpPeLTb1On) for «the offices that provide them. This 
competition might entail higher campaign expenses for 
elected officials or educational and training expenses for 
appointed officials. 

Still another possibility exists. Suppose that the 
Licences are auctioned and the officials sare’ unable to 
capture a share of the proceeds. The additional government 
revenues will then be sought by “andawadualstnot in 
government, who will attempt to capture a share of these 
rents in the shape of tax reductions or benefits in cash or 
Kind. © This type»of rent seeking is ‘simidart’ to fehe Pobbying 
acpuvaities of those who seek “Licencées® issued ona 


discretionary basis. 


The motive for rent seeking, as I have defined the term 
here, is self-interested -- the same "rationality" of choice 
that in “market. economics; Leads entrepreneurs Go tseck 
maximum profits, workers to seek maximum wages, investors to 
seek maximum returns, and buyers to seek minimum purchase 
prices for goods and services. What is different is the 
institutional setting. In a market setting, the pursuit of 


self-interest usually (and inadvertently) also produces a 
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desirable’ social” result! —-— am @fPirciene ai location of 
resources. In a non-market setting, these self-interested, 
rational actions have an adverse social result -- resources 
are used up (“wasted”) in the Light over “the distribution or 
the (smaller than necessary) output "pie" of desired goods 
and services. 

The theory of rent seeking (although not the term) 
originated with Gordon Tullock (1967), one of the founding 
fathers? (with James Buchanan)=of the "VirginraiSchool” of 
public choice economics. Thes Vrrgtnva’Scnool* isthe 
ideological ‘twin of"the’Chicag6 School of nedc@-cladgsical 
economics, but the former emphasizes the analysis of non- 
market institutions and the latter concentrates on market 
institutions. 

To puts ther matter inva’ sltgntl y drrrerent way, born 
schools are based on neo-classical liberal underpinnings, 
which emphasize the virtues of markets as resource alloca- 
tors: and ‘the’ vices, “political. social) and economic; of non 
market institutions in the same role. Both schools want to 
minimize government intervention. Buchanan and Tullock 
(1962') go'\'so. far ‘as “to advocate’ an amendment. to ‘the U.S. 
Constitution under which the passage of all legislation 
would requirewa 708 to "S0lper®centimajorit welt aeqh lis 
unanimity)>;> iso that” i woul d abe *more Mai feicutt tor, the 
“Majority”. “to. “eoerce" tthe minority. However, "majorities" 
are usually temporary coalitions “Of Minorities that tave 
arrived at a set of side payments among the member groups 


that compensate the losers within the coalition. Obviously 
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it would be extremely difficult to secure the support of 
such a coalition for a constitutional amendment that would 
reduce its ability to extract net benefits from (inflict 
non-compensated losses on) minorities. After all, it is the 
power of majorities to extort benefits from minorities that 
provides the incentive for the members of a coalition to 
Pounewaevin the first place. 

More fundamentally, one can object to the assertion of 
the theorists of rent-seeking that the consumption of 
Eesources in the ‘struggle “over ‘aistrirbution tsharesvisea 
total social waste. Few would argue that a larger pie of 
total output of desired goods and services is better than a 
smaller pie. Nor is there any doubt that the battle over 
shares reduces the size of the pie relative to its want- 
satisfying potential. However, the conflict over shares is 
endemic Sexcept within highly presceiptive” traditional 
societies in which one's share is determined by, for 
example, one's birthright. Even so, the prescriptive dis- 


tribution does not apply to those who are not members of the 


group. War is the "resource-wasting" consequence, just as 
revolution is a common consequence when disparities) in) the 
distribution of wealth within a society are perceived to be 
unfair. Wars and revolutions also waste resources relative 
to the Buchanan - Tullock ideal. 

The issue is not whether governments should or should 
not be allowed to intervene in market systems; such 


intervention is inherent in society: « Whikecttsis itrue that 
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government intervention, whatever its ostensible purpose, 
often provides an opportunity for rent-seeking behaviour, it 
is also: true that other methods. of battling over the inter- 
personal distribution of goods -- such as war and revolution 
=> anew usually. ev.enymoneycostily sine? esourceadhscl pation 
terns., What we need 1s a resolution of the distributional 
conflict, within existing institutions, by means less costly 
than the ubiquitous rent-seeking behaviour we currently 
observe. Highly emotional phrases such as "social waste" 
and "resource dissipation" do more to discourage the consi- 
derataon, Offyalkternativey arrangements pthangathexyasdo,. to 
encourage), the nv lew sthat. the: sohten chance-dominated 
distributional outcomes of market processes are superior to 
all of the alternatives. 

There iS,;. not. surprisingly, na pos LuUiwistilcredimenctonta= 
well as a normative dimension to the emerging theory of rent 
seeking. Indeed, the intellectual progenitor of the theory 
is; Sitiglier's, work (1962) on the behaviour sot regulatory 
agencies. Stigler empirically tested the hypothesis that 
Suchragencies sare. uemallby » Ueap tured Sab vase ogee | thicey 
Supposedly control. From there it was a relatively short 
step to Tullock's 1967 normative article, "The Welfare Costs 
Of) Tarwiticons Monopod Wes sande t@herht lL: Thi st ied) to . (a 
positivistic analysis »by Posner (1975) of “The Social Costs 
of “Monopoly “and: sRequiva Gion. Krueger's: phrase-coining 
article, "The Political Economy of the Rent Seeking Society" 
(1974), provided some empirical estimates of rent seeking 


arising in India from foreign exchange import controls. 
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McCormick and Tollison (1981), in a chapter entitled "Wealth 
Transfers in a Representative Democracy", tested the 
hypothesis that in the United States state legislatures with 
two chambers of equal size are more vulnerable to the rent- 
sesking activities of lobbyists than legislatures with 
chambers of unequal size or with only one chamber. 

Cheung (1974) has developed a theory of price control 
that focuses on the implications of the distinction between 
exclusive and non-exclusive rights. According to Cheung, an 
economic good, such as rental accommodation, is “private 


property" when ownership confers three interrelated rights: 


ies The exclusive right to use, or to decide how to use, 
the asset. This entails the right to exclude others 
PIsOR.61.6S suse « 

2 The,exclusivexright to the income,generated from the 
use of the sie a 

ae Thea right.tostransfer.om tseely,alLienate these ignt to 
ownership by any form of contract chosen by the owner. 


(Pehemng. W974, 57°). 


Cheung argues that Ontario's system of residential rent 
review restricts the second of these rights, since it limits 
the magnitude of the rent that the landlord can charge for 
controlled units. "Thus the value of a good will decline 
either if its most valued .use, is, restricted, or 5 es 


transferability, in one way or another, is constrained by 
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law.° Avfree market; byodefinitiony, requiresmot only, che 
absence of legal regulationvon contractual ternsibutialso 
the -absencev of westriction om theschoice of scontractios 
(Seas 79) 

Cheung “postulates that "each individual. wilde vtisdize 
his! private property “in ‘such ‘a way as to generate: the 
highest real income (money income corrected for inflation)" 
(Tbid.).% Thust the ownert of private ipropernt yew idee renter 
into contractual arrangements for its use with other indivi- 
duals, if this alternative promises to yield a higher return 
than using it himself. On this basis, Cheung formulates the 


first vor ‘two Gproposierons. 


Proposition I: When the right to receive income 
is partelycor ftully taken*away from al contracting 
party, the deviated income will tend to dissipate 
unless the right to it is exclusively “assigned to 
ano. Chen: individ uwadk The dissipation of non- 
excl usil ve? ineone? wilt” occur Ver thers througir va 
change "ineethe ‘form tof) using vor producing the good, 
résulting in. a decline in its vale, or =ttivoudn a 
changé inweontractialtbehaviour, resul ting anua 
reise! in = -Ci Ee" *coOste Or * fPorinEeng “ands eines reid 
contracts,4 or througharconbaimatron tone tbhesmtwe: 
CLot'ay 155 34 


This can be paraphrased as follows: when restrictions 
are “imposed” on the” EFrrow Of” "rental income tirat can me 
obtained from the ownership of real property, unless the 
diverted income (the difference between the market rental 
and the lower controlled rental) is assigned exclusively to 
aq Particular individual, it will tend to pe Oise paced: . 


In this context, "dissipated" means either that the property 
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will be put to a use that commands a lower market price 
(e.g. commercial rather than residential) or that real 
resources will be used up in attempts to minimize the loss 
(in the case of the "losing" landlords) or retain the bene- 
fit (in the case of "winning" tenants). The phrase "value 
reducing changes in use" can be taken to mean "a reduction 
in value relative to an uncontrolled use but an increase in 
value relative to a controlled use". Changes in contracting 
behaviour that increase the costs of reaching agreements or 
enforcing contracts are so-called transaction costs. 

The significance of the creation of a "non-exclusive" 
portion of the income generated by a residential unit can 
best be seen through some examples. Suppose that an 
apartment would yield a market rent of $100 per month but 
Prat cent controls restrict the rent to S60. The difference 
is non-exclusive in that the landlord's income is what it 
would be if he only owned 60 per cent of the apartment. The 
landlord's income would be unaffected if he were to transfer 


to the tenant exclusive ownership of 40 per cent of the 


space of the apartment or 40 per cent OF the shares Of a 
corporation that held the apartment. Another possibility 
wouldabesto fix an dollar, terms the pentqtogke received by 
the owner and permit the original tenant to sublet the 
apartment for whatever it would bring --,.the difference 
between the fixed rental to the owner and the sub-lease 
rental would be obtained exclusively by the original tenant. 

Under any one of these three arrangements, the property 


would be used as though rent control did not exist. That 
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is, the use of the property that brought the highest rate of 
return would be the same whether the landlord retained the 
40 per cent of the exclusive rights or the tenant obtained 
them. But while rent control would not affect the use of 
the property if any of these three alternatives were 
available, it would alter contractual arrangements and 
therefore raise transaction costs, Yet these icosts would 
probably not be large relative to the transfer of wealth 
From the owner to the original tenant.) Which, ihe any, Ge 
these options would be chosen would depend upon both the 
specific rules of the rent control scheme and other rules, 
such as zoning or tenancy rules. The point is that because 
all parties will seek to minimize their loss or maximize 
their) benefits under the constraints. of rent control and 
other rules, they will seek to minimize the costs involved 
in fighting, for advantage. \Thatens toway, eheyiwwa le seek 
to minimize the dissipation of non-exclusive income ("rent" 
as in-"“ment seeking") « This rconelusiton WeadesCheungeto the 


second of his propositions: 


PROPOSUtLONner: Given the existence of non- 
exclusive income and its tendency to dissipate; 
each, ands )evecy ¢party sinv.olyed wide cseak to 
Minimize the)dissipat ronssub sect! Tovconserai us. 
This will be done either through seeking alterna- 
tives in/using or produch ng thé “qoodisor that? the 
decline in the resource value is the lowest, or 
through forming alternative contractual arrange- 
ments to govern’ the use or production: of. the. good 
with “the” Veast™~ rvse “in* transaction Feostsy”* or 
through the deast. costly icombinat tonvor sthestwo 
procedures. Crord.,* 6.) 
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This too can be paraphrased: pennants well ‘eny'*to 
maximize their benefits and landlords will try to minimize 
theimivcosits by changing the use or prodiict ron of "the 
property, the contractual arrangements, or both. But they 
will do these things in the least costly manner within the 
prevailing rules. 

For example, suppose that none of the three arrange- 
ments described above are permissable. The owner will seek 
to minimize his loss by, say, converting to the next best 
use or selling the apartment as a condominium for owner 
occupancy. If these avenues are blocked by rules, the 
landlord can allow the apartment to deteriorate through 
inadequate maintenance until the controlled rent equals the 
new, lower market rent. This approach constitutes a change 
mSproduction; that is, the owner disinvests'and® produces 
less accommodation. Other alternatives are Owner occupancy, 
the requirement of key money, or the extraction of other 
side payments through, .“say;" the! \computsory? wental ‘of 


furniture above the market price. Still another possibility 


is discrimination in favour of the prospective tenants who 
are likely to be the most reliable in terms of prompt 
payment of the monthly rent, likely to give the apartment 
the least wear and tear, or both. The landlord will choose 
the means of minimizing his loss that involves the minimum 
resource cost given the prevailing rules. Again, one can 
imagine rules or other considerations that preclude any of 


the foregoing arrangements. When there is excess demand, 
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queuing may be the best legal way of rationing vacant 
apartments. Theoretically, prospective tenants (wilt try to 
minimize queuing costs by, say, paying someone whose 
opportunity -costs are, lower to go from places+1o place 
putting their names on a waiting list and then immediately 
subleasing accommodation to others. 

It should be noted that Cheung's language is somewhat 
idiosyncratic, For example, when non-exclusive rights are 
eliminated, by disinvestment through inadequate maintenance, 
Cheung calls this “dissipation”... (Similarly enter ind, 1 nto 
key money contract eliminates the non-exclusive right and 
further "dissipation". In other words, Cheung uses the term 
"dissipation" to categorize the resources used up in the 
effort to eliminate non-exclusive rights or in the struggle 
for a share of the benefits from them, but the costs need 
not equal the value of the non-exclusive rights. Thus a key 
money contract eliminates the non-exclusive right but the 
contracting cost per se -— the diseipation  =—=ic Lvelacively 
smiall . 


Cheung derives three corollaries from his propositions. 


Ly The more restrictive are the rules, the more costly are 
the transaction. costs... a This. kevenonev arene Out— 
lawed,, is less, costly sig sresounce, terme uthnan, say, 
conversion to condominium ownership contracts; and 
these conversions, if permitted by law, are cheaper 
than extensive renovations undertaken to convert 


controlled into uncontrolled units. In all cases, the 
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redistributive intent is frustrated, but at even higher 
economic costs. 

2 Similarly, competition among prospective tenants 
reduces transaction costs -- that is, it reduces the 
eosts Of bargaining. 

Sie Contractual costs increase with the number of contrac- 


tic DalLticipants. 


cheung’ s tormudatiion vot the theory ~oterent. secki ng, 
which was undertaken for the explicit purpose of analyzing 
Hesciaential accommodation rent. controls, «dittlers’ in, one 
important respect from the original Tullock formulation. 
Cheung and Tullock agree (although they do not use the same 
terminology) that rent seeking arises because of the 
existence of non-exclusive rights to income. In the case of 
residential rent controls, these non-exclusive rights are 
"created" by government in the sense that they would not 
exist in a world without government rules that give rise to 


a gap between market price and controlled price. According 


foam ock, ethe real resources deployed in securing the 
rents -- the non-exclusive rights -- just equal the value of 
the rents. The rentermare thus totally "dissipared”™- 
However, in Cheung's view the parties (landlords and 
tenants, actual and potential) seek  tOMMiIniMm1 26. Cnc. ee rener 
OG thes dissipation Of the non-exclusive values. This 
suggests, of course, that rents need not be and probably are 


not entirely dissipated. 
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Let me put the matter in a slightly different way. If 
rent control were based on a few easily ascertained facts 
and unequivocal rules, if hearings were quick and simple, if 
all avenues for landlord "escape" (Such as conversions and 
reduced maintenance) were decisively closed, and if all 
available accommodation were invariably offered on a first- 
come (to a central registry?), first-served basis, "dissipa- 
tion’ woudtd probably be. a relviatively “trivial mateer, atiie 
non-exclusive rights would be relatively cheaply transformed 
into -éxelusive tmighes. The degree of redistribution 
achieved would depend, of course, upon the particular rules 
and their "appl 'eation! “One? thaviguis "reasonably 'eer tain; 
the fewer and simpler were the rules, the more rough and 
ready would’ “be “the> justice “dwspensed) becauseygmany 
differences in seemingly relevant circumstances would 
wnevitaediy be ignereds 

Formal taxation is to some extent analagous to rent 
regulation “considered from the” Vand lord's point "OLY View. 
Poll taxes create little in the way of non-exclusive liabi- 
lities compared with, say, modern personal income taxes. 
Yét short of moving to another jurisdiction (or su teide) 
there is no escape from a poll tax liability, while personal 
income tax systems offer many avenues for tax avoidance. 
The substitution of leisure’ Gintaxed) for work (Caxea) sand 
Of owner-occupied accommodation (untaxed) for financial 
assets (taxed) are but two of “a multitude of avarlable means 
of reducing one's income tax. However, poll taxes are 


generally thought to be grossly unfair, since they reflect 
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neither ability to pay nor benefits received. Thus the 
replacement of personal income taxes by a poll tax would 
reduce resource costs but increase social "costs". 

Until recently, economists have ignored this important 
resource ablocation effect of tcentricontrol)s name lyy the 
increase in transaction or "rent seeking" costs. These 
costs are over and above the inefficiency costs generated by 
in-kind subsidies that are less valuable than cash and by 
taxes that result in the devotion of too few resources to 
ehe"proviision."of rental accommodation tre lapivestomother 
things -- the traditionally considered sources of 
inefficiency. Obviously the transaction costs associated 
with rent control are by no’means trivial, "given the time 
and effort devoted directly to the rent review process and 
the costs to landlords and tenants of lobbying for changes 
in the rules. What cannot be determined deductively, 
however, is the magnitude of the transaction costs relative 
to the value of the taxes and subsidies resulting from rent 
control. The following section presents some estimates -- 
some extraordinarily crude estimates -- of these transaction 


costs. 

COSTS AND BENEFITS TO SOCIETY 

It is widely believed that some redistribution of income and 
wealth from the affluent to the poor should take place (see 


Fallis 1983). To the limited extent that renters have lower 
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incomes and less wealth than homeowners and that those who 
are landlords (directly or indirectly) have above-average 
incomes or wealth, the imposition of rent control in Ontario 
probably did .contribute, at Least. acethe Cutcetun, tO. tie 
desired outcome. Subsequent developments -- the conversion, 
demolition, and deterioration of controlled properties, the 
construction of rental properties not subject to rent re- 
view, and the adoption by some of the various techniques for 
evading rent increase limitations -- have no doubt reduced 
the extent of the redistribution actually accomplished. 

Against this temporary non-economic benefit must be 
weighed two costs, One economic and the other non-economic. 
Although the redistribution of some income and wealth from 
the wealthy to the poor is an objective shared by many, the 
method of accomplishing it is not value free. Equal treat- 
ment, of equal s*is a long-standing hu eo eg CY, came ttt oo 
is widely held. Rent control, as it was actually applied, 
offended against this rule... Two individuals ia bikes in papi 
Other relevant. respects mere, treated, unequally.) sone 
occupied and the other owned rent-controlled property. Some 
who were hurt were as much in "need" of help as those who 
helped, and some who were helped were as "deserving" of hurt 
as those who were hurt. 

In all likelihood, the achievement of the redistribu- 
tion effect also imposed some ccononiG costo. through, a2 
worsening of the allocation of resources, although there are 
two potentially mitigating factors. Given full employment 


and no market imperfections, the two potentially. important 
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offsetting considerations, all government intervention leads 
to economic inefficiency except under impossibly stringent 
conditions, Rent control, which necessarily has the effect 
of simultaneously imposing taxes and bestowing in-kind 
transfers, changes the allocation of resources in two ways: 
first, it diverts’ resources from more,.to less «utility-— 
producing uses; second, it diverts resources from utility- 
producing to non-utility-producing uses in the scramble for 
non-exclusively assigned benefits (with their attendant 
transaction costs, including the government's administrative 
costs)* 

Thesjtransactions, costs -associated-with mentucontrod 
will be explored further below. The other cause of economic 
inefficiency, the simultaneous.imposition of. -taxes and 
Suboidies, -carises,,» it might®.be secal led,. itor, several 
reasons. Quite apart from any effects of income and wealth 
Cease tir LbutiLon,. some, people-occupy «mores space an a 
controlled market than they would in an uncontrolled market; 
others occupy less. Because controlled accommodation is 
"cheap jeithose who have held s«itjfrom the) onubset waligbe 
induced to stay on, even though they may have more space 
thanasthey ,.currently «need, They would prefer the cash 
equivalent to the implicit rent subsidy. Those unable to 
find controlled rent accommodation face higher rents in the 
uncontrolled sector and rent less accommodation than they 
would rent in a free market. Both households are worse off 


than they need be, given the available resources. 
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Only if the utility losses generated by economic 
inefficiency (which are unrelated to income redistribution) 
are more than offset by Cie Sumo "the Uli rey egaine OFT 
those “subsidized (the "poor, “tenants.) tance ne suti. Tey 
losses of those taxed (the "rich" landlords!) can a net gain 
in overall utility result. Whether or not the redistribu- 
tive effects of the taxes and transfers increase utility is 
a subjective matter and therefore one that cannot be deter- 
mined by analysis. 

The mitigating circumstances may offset or preclude 
some or all of these economic inefficiency costs. Because 
the imposition of rent control prevented a great deal of the 
short-term household movement that would otherwise have 
resulted from a sharp but temporary increase in rents rela- 
Cive™~ to prices” general ly, “some *svaicdcerlom "Ces es meus 
avoided. Because “Tesources “have been wnenp loved for 
Sustained periods since October 1975, when rent control was 
introduced; the opportunity cost cf the misallocacion of 


employed resources has, in effect, been zero. When produc- 


tive resources are idle, the concept of inefficiency does 
not) have much meaning, “since with Lui wens lovienu Lh a 
global sense there could be more of all producible goods and 
services. 

However, even though aggregate unemployment, for at 
least part of the period since October 1975, has made the 
notion of allocative efficiency irrelevant, Tt i> ditticurt 
to be sanguine about this presumably temporary reprieve from 


inherent costs. Moreover, if rent control has reduced new 
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residential construction relative to what it would otherwise 
have been, even in a period of unemployment, society is that 
much worse off. Rent control has exacerbated a bad 
Situation. 

There is no known way, except possibly by the aid of a 
complex, general equilibrium econometric model of the 
Ontario housing sector, to quantify the economic costs and 
benefits of rent control to society. Such estimates, even 
if they were available, would not take into account the non- 
economic benefits and costs of an increase in redistribution 
accomplished, admittedly, by flawed means. 

Table I sets forth an extremely crude estimate of some 
of the transaction costs entailed by the Ontario rent review 
Drocess I have used The year 1981 was chosen simply 
because this is the year £or which hearingsdataipmare 
available and to which the most recent estimate of the 
number of controlled rental accommodation units applies. 

The only reliable firm-cost data are for the actual 
expenditures of the Residential Tenancies Commission, which 
amounted to $4,975 thousand in fiscal 1981-1982. Two firms 
provided data on landlord hearing costs: Jordan and Geisel 
Management and the Sun Life Assurance Company (see Jordan 
1984 and Eby 1984). The former firm provides estimates of 
the fees charged of $35 per unit for medium-sized buildings 
pau 15 25: Der.anit Or; Large, buwl dain os When one-time 
expenses are added to the consulting fee, the unit costs are 


$49 (say $50) for medium-sized buildings and $35 for large 
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TABLE 1 


Estimated Transaction Costs of Ontario Rent Review, 1981 


Estimated costs 


Number Landlord Tenant jos @ Total 
Hearings Of .UNLres sUnt ty OUUL) (000 ) (Ogg) **(U00)) 
(000) COSt S S = S 
Whole building review 
Small buildings 4.5 65 Zoe 
(6 or less units) 
Medium-sized L6uD 50 825 
buildings ({7van hes 
Or more on three 
floors - no 
elevators) 
Large buildings Sete ns sD 1 Ds Ng 0) 
(7? QnN1L ts, or "mere 
on more than three 
floors - elevators) 
Special 5.4 65 35a 
Tenant initiated 0401 50 5 
Rent increase rebates Oo F2 50 IRIE 
Appeals 145 '0 50 50 
Conciliation dial Dae 28 
Total hearings costs (sed ikaw 2.200 Ae Ol) ae Ue 
Lobbying 
@ one-third of the 
above costs 1,344 667 2 OVE 
Total hearings and er owe 2,667 4,975, 13,016 


lobbying costs 


—_——_——__—_ _____. ae a —— $$$ 





NOTE: Units are 1981 data; cost estimates are in 1984 dollars. 
SOURCES: Commission of Inquiry into Residential Tenancies (1984, 
Tables 1,7A, 7B,. 8, and 10); Jordan (1984) and Eby (19384). 
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buildings. Sun Life's estimates work out to $65 per unit 
for a two hundred unit (large?) apartment building. This 
Figure is 85 per cent greater than the Jordan and Geisel 
unit cost estimate for large buildings! However, because 
the latter firm does not indicate the number of units 
associated with its division of buildings into "medium" and 
"large", the disparity could be the result of a difference 
SoeGelinitions. At any rate, out of an mbundatice of 
Caution, “l have chosen the lower, Jordan and Geisel, 
estimates. Given that much of the cost of whole building 
review is fixed (invariant with respect to the number of 
Wires in oa bulliding), the Landlord®*s unite cost tor “small 
building review is assumed to be $65 -- which is probably 
modest. In any event, so few reviews fall within this size 
category, that; they have little effect;on the overall re=- 
Suits, I have treated “special” buildings in the same 
manner as "small" buildings. 

The RTC does not differentiate by unit size the number 


of tenant-initiated hearings and appeal hearings. A 


landlord cost of $50 per unit -- the whole building review 
hearing cost for medium-sized buildings -- would seem to be 


appropriate, .,.in. the ,absence..of, jany j information fo jcie 


Contrary. There were about eleven hundred successful 
conciliation proceedings.,.,.I have assumed that, the,,cest of 
these proceedings was $25 per unit -- half the unit cost of 


regular hearings for medium-sized buildings. 
On the foregoing basis, the RTC hearings and concilia- 


tion proceedings cost landlords an estimated $5.4 million in 
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1981. Because the unit costs are expressed in 1984 dollars 
and the number of hearings has increased sharply from 1981 
to 1984, this figure understates the current cost. 

There is apparently no available information whatsoever 
on tenant costs, other than®the budget. of ithe Federation: oT 
Metropolitan Toronto Tenants' Associations. All that can be 
done to estimate the RTC hearing costs for tenants is to 
make some semi-plausible guesses. One straightforward 
technique is to assume that tenant costs are some stated 
fraction of estimated landlords’ costs -- that is, about $2 
million. 

ASiiavtkind of -cross check,, fiehave adopted another 
approach as well. The method and results are given in Table 
me T. have arrived at @ primitive, estimate Of "a, tenants! 
association participation rate on the basis of the number 
of controlled rental units 1n each size category (a total 
915,000 units in 19817 plus 100,000) units added for under— 
reporting of small and special units -- see Commission of 
Inguiry into Residential Tenancies (COIRT) 1984, Table 13 
for the method). Small buildings and special buildings are 
assumed «0 have only a’ 5 per Cent partacipatiron ware: 
medium-sized and large buildings are assumed to have 
participation rates of 60 and 7Srper cent, *respecuiv ein, 
The great disparity between the small and the special on the 
one hand and the medium and the large on the other seems 
Justified on the basis of the whole building review hearing 


rates, which in 1981 were less than 2 per cent for small 


a2 


TABLE 2 


Estimated Hearings Expenditures of Participating Tenants in 
Controlled Units, 1981 


Whole building 





Number of Estimated CONEr1Iboting review 
controlled participation participants hearing 
units rate (000 ) rate 
(000) 
Small 309.4 0.05 1S 0.014 
Medium 1497.3 0.60 90 OS EE 
Large 456.1 Ogi 342 Dg 23 
Special 100.0a Oie Oo 5 0.054 
Total Meg 8 WO) 452 0.081 





Hearing costs @ $5/participant per year = $5 x 452,000 = $2,260.000 


Lobbying costs @$l1/participant per year = $1 x 452,000 SS 452,000 


927) 2.27000 


a4 Added to compensate for expected underreporting. 


SOURCE: COIRT (1984, Tables 1 and 13). 


buildings and 12 per cent for larger buildings. 

On the basis of these hypothetical participation rates, 
the number of "contributing" tenants was about 450,000 in 
195 1% If one assumes that each tenant contributed, on 
average, in cash or kind (including the imputed value of own 
labour) $5 per year towards defraying the tenants' portion 


Be the Gost. of hearings,,the totel cost to tenante in viyot 


was $2.25 million. 


ne Fe 


The estimate of $5 per year can be looked upon as $25 
once in every five years, when a hearing takes place. About 
8 per cent of all units are involved in hearings each year. 
Tf -haltiwof~themonermnilrdieon units -aresinevertun yo lviedaan 
hearings and the other half are involved on average once in 
every five years, there are about 100,000 hearings per year. 
The -vactual-number-inwe1L98) wasr627000er-Ther $2723 mice) 1onstor 
penants!héaring, cost, inh 8iiiswrough ly vequalstovone-halr 
of the estimate for landlords' costs of hearings. 

Onwthis, shaky wbasie,) tthesestiamated hearing Costs to 
landlords, tenants, and taxpayers (through the RTC) for 1981 
were about $11 million. 

Lobbying: costs»aresnotuincludedinethus ves timate;sand 
there lsavirtually no, basisytor arriving at wany, number. gare 
Federation of Metropolitan Toronto Tenants' Associations did 
note that about one-third of its financial resources of $72 
thousandrinrt982-83") werer devoted tomlobbying activates 
(Robinson 1984). But there is little reason to Suppose that 
this (is anmabid  preporticonpapplweableuro Wand ouds eand 
tenants associations per se. Presumably, the Federation of 
Associations does spend a higher proportion of its budget on 
lobbying, than would arbuilding| association orgaypsmall local 
association because of the inordinate spillover effects of 
such an investment. Despite great misgivings, I have put 
the lobbying costs at $2 million -- one-third of the esti- 
mated hearing costs for landlords and tenants. 


Thus, hearing, and -Lobbya ng ’eosS Gouramountedr Bonan 
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estimated. $13 middion in 1981, 

Still excluded are the extra search costs occasioned by 
prospective tenants in the face of the excess demand 
presumably brought about by rent control, at least in the 
earlier phases of the rent review program. 

There are more than one million rental housing units in 
Ontario. Assuming that the average controlled rent is $400 
Petamonth,»andathat this is only 1 per cent less than it 
would be in the absence of controls, the annual "saving" to 
phe tenant 1s $48. per unlit. Fom therproveince,then ,tenant 
benefits per year would be about $48 million, compared with 
partial transaction cost of an estimated $13 million. If we 
double the latter figure to take into account the extra 
search and queuing costs that result from excess demand (a 
phenomenon that declines over time), the cost of rent 
SeekingsiSystillsonly aboutone-ha.lé the,rentwasaving., of 
SCs Lisson... sLigatransaction.costs,;anes in tact slbess than 
gross benefits -- and this would be the case even if our 
loose estimate of transaction costs were nearly doubled 
again -- it follows either that the aggregate gross benefit 
eonctenants is relatively small (say 2) 0r 3) per cenggor 
contro...led rents),or that only aismall,~fraction Gih-jross 
tenant benefits dissipate. 

While there is no hard basis for choosing between these 
two possibilities, casual empiricism suggests that small 
gross tenant benefits rather than a low rate of dissipation 
of those benefits is the more likely alternative. There are 


several reasons why the gross benefits may be less than is 
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commonly assumed: 


is The high rates of demolition and condominium conversion 
in the earlier years before this loophole was closed. 

RP The opportunities, afforded, handdords for wathdrawing 
capital through (illegal) inadequate maintenance over 
nearly a decade. 

ate Opportunities open sto landtiords,. in the s@bsence: ofta 
registry, to nadise nents il hegalliyvor to exact "key 
money" or its equivalent from new tenants when old 
tenants leave. 

4. Opportun eres open, to landlords to intleate costs for 
rent review purposes, particularly before msimitanon 
increases in financing costs were imposed. 

ae Competition from the, supply ofsuncontrolled) unitesthat, 


although higher in rent, are also higher in quality.’ 


It. should not be, overlooked that an some. of these 
circumstances;, suchas jthe sthird, a wl and Vora) tandi sa anew 
tenant can come to a mutually satisfactory contractual 
arrangement that evades rent control at relatively little 
cost. They can agree to split the saving in transaction 
costs. Nor should it be overlooked that there can be, and 
no doubt are, great variations in the effectiveness of rent 
review. Strong tenant associations (containing professional 
members willing to contribute their services for low fees, 


One might suppose) that face the scrupulous (or frightened 
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or dilatory) landlords of buildings with low turnover rates 
may be .able..to, deliver, substantial benefits, But the 
transaction costs, including the imputed value of the 
tenants time, is likely ito.be substantial... At the other 
extreme, the tenants of buildings with weak or transient 
tenant associations and unscrupulous, fast-off-the-mark, 
biekotakingslandd&ords probably gain little, if anything, 
from rent review. 

At least one more situation merits consideration. 
Conceivably, a strong and credible tenant association could 
achieve most of its goals, through one decisive appearance 
at a rent review hearing. The tenants' on-going transaction 
costs might be relatively low thereafter, since the threat 
of aggressive tenant interventions in the future would 
probably forestall any moves by the landlord that were not 
extremely defensible (that, 1s;emodest)-. seit isnot possible, 
of course, to determine how often this kind of thing happens 


ecanhatvetfecteat has..on totadas-transaction costs. 


A PUBLIC CHOICE APPROACH TO POLICY-MAKING® 


Governments should seek to reduce or offset economic 
inefficiency when it is) inherentyin, imperftectemarkets or jis 
an unintended side-effect of government policies. They 
should,.adopt the means.of swealazing) medistuibuezon 
objectives that have the least untoward effects on economic 
SLeicieoney ae erhesesareathe normative positions of conven- 


tional economics. What they ignore are the incentives under 
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which the makers’ of public policy actually function, This 
omission is anomalous, given that the very concept of market 
efficiency assumes the supremacy of self-interest as pursued 
by consumers On the One hand and by competing suppliers of 
goods and services on the other. It is even more anomalous 
when one’ ‘considers that” P@nereased economic -sebric i eney 
provides a collective benefit -- that is, an increase in the 
OU LDUE GE the goods and services people want, relative to 
what they (hypothetically) would otherwise have, that cannot 
be captured” exclustwely ‘by -the “indiv iduatia "or "groups 
involved in the decisions that determine its size. Indeed, 
conventional economics treat the collective decision-making 
process as though it were the product’ of some kind’ of ‘al T= 
knowing, benevolent, disembodied entity that could be 
reflected’ ina mathematical expression ‘called "a socal 
Welfare Function. This entity somehow or other aggregates 
the preferences of the citizenry and makes the "appropriate" 
trade-offs where “necessary.” None or this is! satisfactory=as 
a basis for the discussion of a concrete policy issue such 
aS residential’rent controw, 

An ‘“alternative™“approach, “and?one™ that= appears» to be 
more consistent with the basic assumptions and methodology 
of most economics,” is’"to treat tive /partrerpants "19 the 
making of public policy decisions as self-seeking players in 
sets of interrelated “games™? “Rach of *the several eaames 
(politics, lobbying,” ‘andthe medida) "hae 1 ts™ own sew GE 


unique’ rules; ineluding roles of entry “and Gxt - *Yrares Or 
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play, and rules of reward and punishment. "Game" seems to 
be the appropriate term because decisions are made in the 
face of ubiquitous uncertainty about the reactions of others 


to each player's initiatives. Life is an endless poker 


game. 


Attributes of Voters 


Although the vast majority of voters are not active players 
in policy-making games, they do have an essential re leon 
determining the outcome of these games. The pursuit of 
self-interest can be assumed to apply to the political 
activities of individuals in the same way as it applies to 
their economic activities. Most of the decisions of govern- 
menteiotifticials,/elected»and non-elected, afiect the 
interests of resident individuals. These interests can be 
thought of as a bundle of rights to a broad range of things: 
real and personal property, personal health and reputation, 
skills, tenure of offices and employments, entitlements to 
public and private tranfer payments, and access to transpor- 
tation, communications, legal, and other systems. For want 
of a better name, I shall call this bundle fr ights. ess 
obligations, an individual's Comprehensive Net Worth (CNW). 
The object for the individual is to maximize his CNW within 
the constraints of his resources, his Maintenance (subsi- 
dence) requirements, and the prevailing behavioural rules. 
Political activities can be thought of as investments made 


by an imdividual in tne expectation of, Maintaining or 
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expanding his CNW. Political investments take two forms: 
informed voting and lobbying. . Lobbying can be formal or 
informal; it) can be «carried: out. gby pindiyiduadse om througa 
Organized groups. 

Far from being all-knowing and all-wise, individuals 
are imperfectly informed and often biased. All individuals 
have limited intellectual endowments and limited time, 
effort, and resources to devote to learning; consequently 
all individuals have gaps in their understanding. It might 
be expected, however, that an individual's attempts at 
understanding will be directed largely to those areas of 
knowledge that encompass the perceived determinants of his 
CNW. (Note that these determinants canadifitier adramaticaily 
from individual, to, individuals), 4 For example,,) an, individual 
isflikely to bennreletively wellaintorned pou ta liseows 
occupation,.or profession, his Own, accommodation, fils Own 
portiowd1o. of «financial, assets wand ha SekOwNantaxccysauG 
entitlements. He is likely to ignore matters, that do not 
affect or appear not to affect his CNW, if he perceives them 
at ald.jelnOrdem topmanamlze bis anLormatronivang Gdeciciron 
costs); -ani iandividual wiltwse, symbols, andinules sor. thumb te 


communicate vague or complex beliefs and attitudes. 


Politicians 
It is in a politician's interest -- indeed, it is his proxi- 
mate objective -- to be elected (or re-elected) as a member 
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of a government in power and to obtain positions of ever- 
increasing power and authority in that government. Under 
the parliamentary system, this process involves the winning 
of aplurality of votes ina constituency for the party that 
wins at least a plurality of constituencies. The party with 
a plurality usually forms the government. When the party 
bolds. a Majority of. the constituencies, Let wid L form the 
government for a length of time to be determined, within a 
fixed limit, by the leader of the party. 

in .casting,hisiballot, a voter.will, choose Erom jiamong 
the candidates, parties, or leaders the one that he expects 
EOepDute policies: in piace that, wil Laprowtdeeh1m, with p~ghe 
greatest net benefit (or at least. net cost) relative to the 
alternatives. Greatest net benefit means the largest 
expected stream of net benefits (Satisfaction) derived from 
the individual's present and future holding of rights (CNW), 
where expected net benefits are discounted for risk. 
Presumably, it is because voters often apply a larger risk 
discount to the promises of opposition parties and leaders 
that governing parties are so frequently re-elected. 

The .labels, of. political »~parties -and, party, leaders) are 
often taken by voters to symbolize a bundle of prospective 
policy choices. Voters base these perceptions, perhaps, on 
the parties' and leaders' performance records -- or they may 
base them on less tangible grounds. The personal attributes 
and the campaigning of particular candidates, other than the 


party leader, seem to carry little weight in the decisions 


ar VOters. 
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In order to maximize his likelihood” of eléction or re- 
election as a member of a winning party, a candidate must 
try to obtain the nomination of the party with tire suppore 
Of the Highest “proportion “of decided eyoOter = Tne 
constituency "where “such cOMmtInuing sSupporTe as Deen 
forthcoming for a sustained period -- and he must bear in 
mind that 1f he switches party allegltance ata Taver dace me 
will be viewed with a jaundiced eye by the members or alt 
parties and by many voters. Once he has secured the desired 
nomination (no simple step), the candidate must work to 
secure the support of uncommitted voters. This effort 1s 
parttTcetlarly™ emportant “mn “somcalVed’nargrina. 
constituencies --that is, constituencies in which the 
proportion of uncommitted voters is high. 

To put the matter the other way round: partres, 
leaders, and candidates increase their likelihood of success 
(the winning of the largest possible number of seats) by 
seeking to appeal to the uncommitted voters in marginal 
constituencies. Although voter commitment to a@ party is 
presumably a matter of degree and can be shaken, there is 
less to be gained from trying to change the minds of those 
who have reached a decision than from trying to convince 
those who are still undecided. At the extremes, rewarding 
the faithful is unnecessary and rewarding staunch opponents 
is futile. 

What Must “politicrans’ Or parties tdo” to’ secure "tne 


Support of uncommitted voters without alienating committed 
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Supporters? The simple answer is that they have to promise 
the uncommitted voters benefits that would be realized at 
the expense of committed opponents and,  1f need, be, 
committed supporters. Committed supporters can be forced to 
PeCUrLiIuutce -Uup £O ‘the point at. which they perceive the 
future benefits of loyalty to be only slightly greater than 
Pie benerits that the opposing party would provide, 
Alternatively, the costs of the promised benefits can be 
Spread so widely and hence thinly that they will be either 
overlooked or ignored. Voters' tendency to ignore small per 
Capita costs ts reinforced by the fact that at qenera uly 
costs less on an individual basis to accept these costs than 
it does to organize in order to fight them. 

It must be borne in.-mind that in this context benefits 
and costs are reflected in the voters' risk-discounted 
expected future flows of satisfaction derived from their 
possession of rights. Perceptions need not be "correct" to 
affect voter choice. Politicians can generate inconsistent 
perceptions among different groups of voters because of 
their, voters’ ignorance,and bias... Many wioters are. 1 Ui. 
informed about complex matters, particularly matters that 
are remote from their day-to-day experience, and view the 
evidence, such as it "is, ,phrough digtoried rane lor 
reference. Thus, promises of shares of the pie are not 


necessarily constrained by the real size of the pie. 
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Lobby Groups 


When a citizen votes for a candidate who is presumably well 
disposed towards a eu: he-favours, hé. is using only one 
of many available ways of trying to obtain a desired public 
policy decision: LODDying “Ls “a COMMON practice. sinh 
pluralistic societies. It can be defined as an attempt to 
influence the decisions of ~peop le in abhor) tyes 
direction favourable to the lobbyist. Lobbying is @arricd 
Out, 6RENer direct Ly or -Chrough paid tegen tc cor oy 
individuals and by organized groups. Dt. cane inv ol ves ac 
little as providing the decision-maker with some relevant 
"facts" that may have escaped his attention. It can involve 
as much as mounting a major publicity campaign designed to 
convince tens Of thousands of people to support a given 
candidate or policy. Generally speaking, lobby groups enter 
into a kind of transaction with decision-makers. The groups 
offer to supply (or threaten to withhold) something the 


policy-maker wants, such as campaign funding, in exchange 


fora Lavourab le decwvsion. Because tie interests of 
different groups of individuals ane iso .orten invcontlper, 
there is usually competition for inilwence over particular 
decisions. There can be no presumption that all of vthe 
relevant interests are represented @roportionatelyv, 
Interests that are widely held may not be pursued by any 
Organized group; interests that are held by only a few 
individuals may be strongly represented, 


Among the most important determinants of the formation 
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and maintenance of an organized lobby are the following: 


1s The average value of the issue at stake to the indivi- 
duals who have a common interest. 

an The? number “and geographic | dispersion "of, these 
individuals. 

3 Rie wability of the organizatwon tomprov idetsone 
benefit, over and above the pursuit of the common 


interest through lobbying, as an added inducement to 


membership. 
4. Ther ability of the organization to minimize theiaumber 
of "free riders" -- people who stand to share in the 


benefits provided by the organization but who do not 


Concrapute their share of ‘the costs. 


Although there are no doubt exceptions, the general 
rule is that, for a given aggregate common interest, the 
larger is the number of individuals with the common interest 
and the more dispersed these individuals are geographically, 
the less likely is the formation of a continuing, effective 
lobby organization. The reason is that organization costs 
rise dramatically as numbers rise because of the free-rider 
problem. In small groups, beneficiaries are easily identi- 
fied and informal pressure (e.g., social ostracism) will 
reduce the proportion of free-riders at ldeht Let cost.e8hrs 
temiliesis fteasabie insa dargevand dispersed group. An 


important exception is the organized group that exists for 
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some other purpose, such as a medical or law society ora 
labour union. Because membership in such organizations 
is a prereguisite for professional practice or for holding 
some jobs, pe ok ree iia eliminated. The lobbying costs of 
these groups are but a small addition to the continuing 
operating costs they incur for other reasons. 

Tenant's Of a *thurlding “subyect to Teme Comers, ore 
presumably easily organized. The numbers are small and 
geographically contiguous, the potential beneficiaries of a 
tenant group opposing an application for a rent increase are 
immediately identifiable, and social pressure -- snubbing -- 


can be applied to free riders at little cost. 
Media 


Voter perceptions, it has been emphasized, are the reality 
of policy decision-making. Those perceptions are greatly 
affected by the coverage and interpretation of the news by 
the mass media, notably newspapers and television. News 
reporting is inherently a highly selective activity. Some 
news is not gathered at all: it is too costly to obtain; or 
It is notavaitlable torthe pubic, Or me tomce thouci. co 
be enough of interest to enough people to warrant the costs 
of collection, assembly, and dissemination. The prominence 
assigned to the’ news that “is gathered Mis “entizely 
discretionary, as is its interpretation. ~To some degree, 
the prominence given to a news item is a kind of interpreta- 


tion: “to give” an item great prominence ia to“ aseiran 
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importance to it, even if no explicit interpretation is 
offered. But what criteria do the media apply when they 
assign a news item "importance"? 

Presumably, the primary criteria are the size of the 
audience a news item will attract and the intensity of the 
attraction, as these matters are judged by publishers, 
broadcasters, and journalists. Publishers and broadcasters 
are businessmen striving to maximize profits. Because most 
of their revenues come from the sale of advertising, and 
because advertising rates are largely determined by the size 
of the audience, audience appeal is crucial. Publishers and 
broadcasters will therefore employ and promote journalists 
who can deliver what the largest potential audience wants. 
Audience wants are largely determined by the considerations 
mentioned earlier: readers and viewers most want to know 
abeutnevents,. that, seem ,l bkely to,dinectly:afiects thers 
interests, and they especially want to know about them if 
there appears to be an opportunity to take some action that 
wills Gubther. ory protect those, unterestes, 

wiwO, Gqualdafications, ware vin onde. Pizrst,,. the mone 
complex an issue appears to be, the less is its appeal, 
other things being equal. This outcome expresses the 
principle of rational ignorance: the expected return on an 
investment in knowing must exceed the costs of knowing. 
Second, the more familiar is the frame of reference 
(including the ideological component) in which an issue is 


couched, the greater is its appeal, other things being 


67 


equal: In this case the conclusion follows fromthe cogni- 
tive dissonance principle: people do not like to have their 
beliefs challenged. 

These considerations bear upon the public decision- 
making process in two important ways. First, by giving 
prominence to news items that, superficially at least, are 
readily understandable, concern events ‘that affect the 
interests of many individuals, and are consistent with many 
individuals' prior beliefs (favourable or unfavourable 
prejudices), the mass media, particularly the newspapers, 
can largely determine the agenda for the public policy 
debate. Thus the attention given by the news media some 
years ago to NDP leader David Lewis' phrase “corporate 
welfare bums" made the question of tax concessions for 
business a prominent issue. Similarly, the media attention 
given to Stephen Lewis' attack on "rent gouging" did much to 
raise the issue of rent control. 

Second, a government can reward uncommitted voters at 
the expense of committed voters at little risk to itself ‘by 
ensuring that its announcements are absorbed by the winners 


but ignored by the losers. They can do this by 


iT. increasing the complexity of the method of intervention 
soe'that) it*will be. reported only in special izedyipubir 
cations that are -familwar to theiwinners Dut mot.eor tire 
losers; 

a | emphasizing the direct benefits while downplaying the 


indirect costs; 
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3% concentrating the benefits but spreading the costs, 
with the result that the winners invest in knowing and 
Organizing while it is not in the interest of the 


losers to become informed, much less organized to 


Eight. 


bet us now consider the imposition of rent control in 
Ontario with these points in mind. 

Aoi said in the first section of this paper, outward 
appearances at least suggest that during the election 
campaign of 1975 the party in power in Ontario reluctantly 
and belatedly came to the view that some direct government 
intervention in the rental market for accommodation was 
inescapable, given the escalating promises of the two 
opposition parties. The Davis government was returned with 
damnerity, and in, order tO retain power 16 had £o make 
peace with the opposition parties by adopting a moderate 
formeot rent control. The Davis: Government may have regret— 
tedepce delay in going this far since there seens to be come 
reason to think it would have won aclear majority if it had 
introduced controls before the election. 

Be that as it may,’ ile as probably valid to claim thar, 
generally speaking, tenants were not organized as a pressure 
group prior to the imposition of rent control except inci- 
dentally as members of the NDP -- the party that had pressed 
for rent controls much earlier than the 1975 election 


campaign. If this was the situation, then the NDP and, at 
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the eleventh hour, the Liberals were initially the tenants' 
pressure groups. 

Politica leparties, im their: compeuuerom Lorre 
broadest coalitions of interest groups, may serve the impor- 
tant function of identifying latent groups that, when they 
are made aware of their shared concerns and see an opportu- 
nity to exploit their bargaining power, organize and take on 
a more or less independent existence. This certainly seems 
to be how tenants' associations came into being in Ontario. 

Tenants' associations are now commonplace. For 
example, more than one hundred tenants' associations belong 
to!’ the Féderatiiom of Metropolitan | Torontos Tenants: 
Associations, which does not include all such associations 
ibn MetropolitanvuToronte. GPrebabi yomost tenants' assocla- 
tions were formed only when it became manifest to tenants 
thaten they: had something to’ doseyif they did); not part berpate 
im ithe trents rev few) processtas) it applied specifically to 
their own accommodation. When the enactment of rent control 
was uncertain’ and) ats) amplitcations fioriparticutar tenants 
were tenuous, the free-rider problem presumably discouraged 
the creat®onnwofspressume groupsim@orethieveoke purpose of 
securing and maintaining the benefits of rent GontroLiror 
tenants generally. Furthermore, ests heal empiricism suggests 
that individuals! arewwrllangostosiight mores trong iyoiro 
retain a benefit’?that ‘they hav ecobtained@ than) they *are to 
Fight iforvone that they have not experienced.” “A bardyin 
the handd«¢%" ithe opposition ipoeliticalepae Uied pat shonudnd 


be recalled; facediilittle 1£ any additional out-of-pocket 
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costs in taking up the pro-controls banner. 

One might continue this line of speculation and suggest 
that landlords probably faced the same problems in organi- 
zing a campaign against rent control. Obviously there are 
fewer landlords than there are tenants, but the number of 
landlords is not small: out of approximately one million 
rental units, over 300,000 units are contained in buildings 
with less than six units (see COIRT 1984, Table 13). More- 
Over, the pressure for rent controls increased rapidly in 
theysummer, and.fall of 1975 —— perhaps tooyrapidly for the 
creation and financing of an effective anti-controls lobby. 
AssSumyey of .media coverages of, this issue abn the months 
preceding the election would be instructive, but such an 
undertaking lies beyond the scope of this study. 

Foreshe tenants, once again, theyintrodugtioneosrrent 
control appears to have made it feasible to form associa- 
taoncwr or tbile. DuULPOSeLOfpbattling nen paw cCoeasesma a 
Particular buildings. The stakes were now clear and free- 
riding could be controlled. It was then but a simple step 
conceptually, although no doubt a difficult one in practice, 
for the buibdingsassociationsjto band together in, fedeuas 
(ado mse tinat: wow lid. No binwan, fo ray bherec om time tio} anda 
strengthening of controls. The Toronto federation estimates 
that between October 1982 and September 1983 about one-third 
of its resources of $72 thousand were devoted to lobbying 
(Robinson, 198 4 ).. Thus: the.~ Conserv ativies ereluctant 
introduction of a moderate form of controls in response to a 


largely unorganized demand seems to have given rise to 
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Organized tenants' groups -- and landlords' groups as well 
-- with permanent staffs and facilities. 

The "pol?¥tics "of -rent ‘Control’ 1s ‘perhaps no more compl 1— 
Gated than rt appears to be"on fhe* surface, “ihere are many 
more tenants than there are landlords; in some urban consti- 
tieneres*tnrere™ i's ro Concentration’ or tenancs,;, COLT any 
tenants nent “paynents@are “Che major rtem of "expenditure, 
Furthermore? a nig proportron ov the tenants im the urban 
core are probably highly mobile geographically, economical- 
ly, and socially, and therefore uncommitted to any political 
party on a long-term basis. The competition among political 
parties for the support of tenant-voters in the high density 
urban ridings must therefore be intense. 

Superficially, it would seem valid to assert that what 
the landlords’ lack’ in’numbers they make up in financial 
resources.” * Courd™@the" and lords not verter aLLvora ‘Ctitdtr tire 
tenants *to’ rinancera"vigorous™ Lobby -and’ garmw political 
Support’ "through pel wercalr COncripUtlonomol Ole King coe 
anothers “No "answer toe "tints Tirestilon wi ve ar cenptoa 
here for the simple reason that the relevant facts are 
unknown. Four considerations might suggest that the 


"obvious" is not ‘as obvious On more careful consideration. 


pe" "Lana ora*Groups ,“ actual’ or’ ti avent P-suirer’ trom -cree= 
rider problems too: landlords are numerous, vary greatly in 
size (number of units) and resources, are geographically 
dispersed, and conceivably do not have a common interest on 


all rent control matters. 


Me 


2. Political contributions, in cash or kind, are potential- 
ly highly embarrassing if disclosed and might be construed 
as attempts to secure favourable consideration on matters 
Other than rent control (zoning, for example). 

3. The mass media probably handle the public relations 
materials supplied by the tenants' associations much more 
sympathetically than they handle similar materials provided 
by the landlord groups. Thus a dollar spent on publicity 
may go Significantly further for the former than it goes for 
the latter. Perhaps this state of affairs is attributable 
in part to the self-interest of journalists, who, in all 
likelihood, are more commonly tenants than landle~ds (or 
home-owners). Editors, publishers, and broadcast cs may 
give tenant-supporting items more prominence because a 
higher) proportion of their audiences are*® thought» tov be 
"interested" -- which is to say not disinterested. 

4. Conceivably, most of the friends and relatives of most 
home-owners are, or are likely to become, tenants rather 
than landlords. Consequently, home-owners as a group may 
identify more with the former than the latter, even though 
on the face of it one might expect them to be either neutral 


or sympathetic to landlords on the rent control issue, 


RECONCILING OF THE CONVENTIONAL AND THE PUBLIC CHOICE 
APPROACHES 


This study has put forth what would seem to be two quite 


inconsistent views of the world. The public choice approach 
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emphasizes the incentives under which the principal actors 
play their parts in each of. the’ unique tpubdi c=deci’sion- 
making games. The conventional welfare economics approach, 
on the other hand, essentially assumes away the problems of 
public decision-making by postulating the existence of a 
benevolent, all-knowing dictator whose decisions about the 
rebativesitmportancae sof wtthe vianterelsts) of -a€nifierent 
individuals are embodied in a hypothetical Social Welfare 
Function. Given this specification of social objectives and 
the weight to be attached to the interests (utility) of each 
individual, it is but an exercise in mathematics to specify 
the marginal conditions that must be met in order to achieve 
economic, effiacrency, (Rareto optimality). The es coucralbatask 
LSs to, identify ithe] inks, dfathereriamexnany,~betweenstiese 
two conceptual schemes -- one of which focuses upon the 
resolutionvsofsinadividuad and coroup fcoont ict bilizoeuginsche 
political process while the other neatly side-steps the 
existence -@f suchconfiladcts by postulating ersnseosowbuvite 
authority. 

Becker (1983) has made an attempt to reconcile the two 
approaches. . His model has two sectors: one.consists,of 
organized groups. of..taxpayerssandpthe othereconsists- of 
Organized groups of subsidy recipients. (In Becker's formu- 
lation, regulatory and other policies that have the same 
effects as taxes and subsidies are treated as taxes and 
Subsidies.) In the present context, landlords who own resi- 
dential properties subject to rent control are the organized 


tax-paying group. The tenants are the subsidized group. 
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The tax revenues must finance the subsidy disbursements. 
But the tax costs are the sum of tax revenues plus the 
deadweight (inefficiency) costs resulting from the allo- 
cation-distorting effects of attempts to avoid them, while 
the subsidy benefits are the sum of actual disbursements 
less the ideadweight costs, resulting from the-allocation- 
atstonting effects of attempts torcsecune them; Thus, when 
the deadweight costs are considered, the tax costs are 
greater than the subsidy benefits they finance. Other things 
being equal, the taxpayers have a greater incentive to fight 
against the cost than the subsidy recipients have to fight 
for the (smaller) benefit. 

While the levels of taxes and subsidies are not equal, 
they are, of course interdependent, since the one must 
"finance" the other. Inj Becker's ;-formulathon, stheir sactual 
levels depend upon the relative success of each of the two 
organized anterest «groups, in acquiring» political ianfluence. 
Agecruuciral jassumption in Becker's, analysis ais) thatathe sum of 
the political influence of. groups must be zero -= influence 
ishaezero=sum game.lorThissmeans) thatirpanjiancnease jim ¢he 
ingeuence sof tthe tlaxpay ing egroupenccessarilys.entamksys 
corresponding reduction in the influence of: thersubsidy- 
receiving group. Presumably, influence is related to, among 
OofNeE things, ooOrdanizgationalpefficrencyf andyjthe ability, of 
Groups rtoufinance their, lobbying: effortsenawWwith pertect 
organizational efficiency, free-riders would be precluded at 


zero cost and those affected would be willing to finance 
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lobbying up to the risk-discounted expected value of the 
full cost’ (in the case’ Ot taxpayers) or the net béenerit in 
the case of subsidy receivers). 

Becker emphasizes not only that political influence is 
a ‘zero-sum game but also that 1° 1s the "relative erfective- 
ness of the contending interests in exerting influence that 
is ‘Che “VelVevant *constderacron, "nee "Sherr ~apcarurte 
effectiveness. 

The behavioural adjustments of reluctant taxpayers and 
aspiring subsidy recipients result in a negative-sum game -- 
the negative difference between the gains and losses is 
equal to the deadweight utility losses incurred by both 
Sides. Because "deadweight losses" are synonymous with 
inefficiency costs, and because the minimization of 
inefficiency costs is the essence of welfare economics, 
there can be no doubt that Becker's formulation incorporates 
ehe *latirer, Lt “dees” so; Moreover, im a Mannere that 
emphasizes political activities -- particularly lobbying -- 
as the means of maximizing net gains or minimizing net 
losses from government intervention. 

Another important assumption in Becker's formulation is 
that as taxes per capita rise their (marginal) deadweight 
costs per capita also rise, and rise more than proportional- 
Ty, thereby-adding to the’ burden. “Thirs ourcone stimu baces 
increased pressure on government "from "“Caxpayers. 
Conversely, as Subsidies rise their deadweight costs also 
rise, “and rrse more than proportionally, Lequemd tiene. 


benefit. This outcome dampens political pressure from the 
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Subsidized. The result is a stable solution, for not only 
do taxpayer groups have an inherent advantage over subsi- 
erzea- Groups’ but “this advantage increases as taxes and 
Subsidies increase. This conclusion suggests that rt for 
some reason, such as a change in organizational SLrEicrency, 
the influence of the subsidized group increased and the 
tir iuence 'Or “the "taxed group necessarily decreased, the 
latter group would be induced to spend proportionately more 
to apply counter-pressure, because otherwise its burden 
would increase by more than the increase in the benefit it 
financed. 

At ‘the’ heart of the Becker model’ is’ the contept”"of 
equilibrating pressure. Individual members of groups will 
Concribute to the “pressure funds” of the’ groups up to the 
point at which the additional pressure thus purchased just 
yields an equal additional advantage through lower taxes or 
greater subsidies. The size of the additional benefit 
@epends upon the expenditures of the opposing group and 
their efficiency in generating influence. The Becker model 
incorporates a notion of optimal group size -- a size that 
Captures most’ of the beneLits of “declining £Llxed costs yet 
isnot Swamped by “the rising costs of “deterring freé riders, 
However, Becker says little ane what determines the 
Sertaciency of groups in “buying” aint luence. He treats 
unorganized voters, ‘to the lumited extent that’ he considers 
them, as uninformed ciphers whose votes can be purchased 


through advertising by the organized interest groups. 


AY 


Although Becker does not consider it explicitly, his 
analysis leads him to a result that seems, superficially, to 
be’ COncrary*.ce Ontario's experience under rent control. 
His peepee ton 3 states that "politically successful groups 
tend to be small relative to the size of the groups taxed to 
pay their subsidies" (Becker 1983, 385). The argument is 
that the more widely a given revenue is raised the smaller 
vs "the "de@adweight cost per taxpayer (and in total). s7hie 
reduces taxpayer pressure. On the other hand, the larger is 
the number of persons subsidized from a given sum, the 
oma ler se! ‘thes benetite per “member eend suhe smal Term ake tie 
deadweight cost per member. If other" thing's -remain 
unchanged, this result increases the pressure for subsidies. 
Therefore the optimal size of the subsidized group is likely 
to* be* smaller “than” that “of the’ taxed” group" unless, for some 
reason, the organizational and lobbying efficiency of the 
recipient group is greater than that of the taxed group. 

Without’ the! qualification; this proposition *isv’elearly 
at odds with the nature of residential rent control, under 
which the taxed group, the landlords, is much smaller than 
the subsidized group, the tenants. The explanation of this 
seeming anomaly is presumably that tenants' groups possess 
organizational advantages” that’ minimize” thew costs of 
controlling free-riders as group size increases. This ex- 
planation is not implausible, given that members of tenants' 
groups are readily able to identify and to apply social and 
other pressure to free-riders living in the same building. 


Becker makes three additional points that are germane 
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to the subject of rent control: 


ls It is a well-established proposition in economics that 
demand and supply become more price sensitive (elastic) with 
the passage of time. In the case of demand, price sensiti- 
vity increases because with the passage of time behaviour 
can adapt more fully to changes in the relative prices of 
substitutes; in the case of supply, it increases because 
Over time existing firms can add physical capital and equip- 
Soiceectt ough Investment or subtwact ~ them, .~through 
depreciation. Firms can also enter or leave the industry. 
However, greater elasticity of demand or supply means 
greater distortion, with its attendant deadweight 
(inefficiency) costs. Moreover, the number of taxpayers and 
the average tax paid tend to fall and the number of gquali- 
fied subsidy recipients tends to increase, with an attendant 
fall in the average subsidy. These changes raise the burden 
on individual taxpayers and lower the benefit for individual 
Sugalay. Tec ilplents. Becker believes that waves of 
enthusiasm for deregulation simply reflect the increase in 
deadweight costs over time (ibid., 383). 

In a market for residential accommodation with both a 
controlled and an uncontrolled sector, as in Ontario, one 
would expect that, with the passage ot. time, For «fall 
adjustment, the supply of controlled accommodation would 
become perfectly elastic through conversions and through 


quality reduction brought about by reduced maintenance that 
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kept pace with the reduction in real rents. Landlords would 
ultimately receive the same required after-tax rate of 
return asp they would HeECG Lemon. .Otieid EI nVecEnentie wot 
comparable risk. They would be indifferent to rent control 
except as a potential threat -- it could be extended to 
previously -uncontrol led junats, If, as Rosen and Smith 
(1983) claim, the rents (actual or imputed) on uncontrolled 
apartment units and on owner-occupied housing are raised by 
controls on other units, some landlords and all individuals 
who occupy their own accommodation might in Pact be rel uc 
tant to see controls removed. 

Lf .oMnethe other yhand,aveal rents decline faster than 
quality declines through reduced maintenance, controls 
reduce the market, value of the building. In these circun-— 
stances, the removal of controls would create a capital gain 
for landlords. In the longest of runs, however, all of the 
controlled building stock is torn down and only the 
uncontrolled stock remains -- assuming, of course, that 
controls are not extended to new construction. 

The demand for rent-controlled units is also likely to 
become more elastic with the passage of time as a result of 
the increased availability of substitutes (owner-occupied 
and uncontrolled units). The more elastic is the demand, 
the» greater gs. the, deadweight Joss ;thatscesu Les tron 
controls. The result would be a reduced enthusiasm for rent 


control on the part of, the tenants.of,controlled units. 


2. Although Becker does not consider voting behaviour, 
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except to observe that the organized can buy the electoral 
support of the unorganized through “advertising", he argues 
that governments will adopt the most efficient taxes and 
subsidies. This result is explained by the competition 
among political parties. If a party were to introduce taxes 
or subsidies with supraminimal deadweight losses, a 
competing party would presumably promise more efficient 
taxes ana subsidies and win’ the’ next electron. Pies 
argument implies that residential rent controls are more 
efficient than, say, housing allowance subsidies to those 
with low incomes financed, Say, by an increase in real 
property taxes, since controls offer fewer opportunities for 
tenants ang landlords to, adjust their behaviour in vorder -to 
maximize benefits and minimize costs. However, if point (1) 
is "valid, “what was the most efficient tax or subsidy at the 
time of imposition is” unlikely “to” stilT be the’ most 
efficient after enough time has elapsed to permit 
behaviourial adjustments. 

This does not mean that had the less efficient alterna- 
tive been chosen at the outset it would.now be more 
efficient than is the alternative that was in fact chosen, 
Rather, it means that the initially more efficient -al terna- 
tive may now be less efficient than the rejected alternative 
would be if it were adopted now. Presumably any policy 
should be replaced after a few years, restored a few years 
later, and then replaced again -- and so on ad_ infinitum. 


The notion that the competition among parties. results 
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in the choice of the most economically efficient of policy 
instruments would seem to presuppose a strange political 
system -- that is, one in which each election is fought 
about,only one, policy “issue. 4nrpolun WoL aet a parties tare 
bundles of “charadeterrstics",~seand rent? control®'and: res 


substitutes constitute but one of armultitudesoer stssuecs? 


Bis Groups that press for efficiency-raising taxes or 
subsidies (to offset market failures) have an intrinsic 
advantage because their solutions, when successful, reduce 
deadweight losses. |Their efforts are likely to meet with 
political success because, other things being equal, they 
will have relatively little opposition. Those who are taxed 
will. face |=costs “thats are: less) than jwhes Travienues tiwout-d 
Suggest because the taxes are offset by efficiency gains. 
Similarly, when subsidies are market-correcting, they are 
enhanced by efficiency gains rather than partly offset by 
efficiency losses. 

An argument can be made that the sharp increase in 
residential rents “in).Ontario) an al75 weelastshort-=run 
phenomenon, The imperfect expectations of suppliers meant 
that there was an inadequate increase in supply to meet 
increased demand. The passage of time would have rectified 
the "Shortage", but the social and economic (transaction) 
costs of adjusting to a temporary price phenomenon can be 
considered wasteful. Because demand and supply were 
inelastic in the short-run, the short-run deadweight costs 


of “COntrols were. ’siane . Moreover, these’ costs’ were 
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conceivably more than offset by the efficiency gains -- that 
is, by the absence of the transaction costs associated with 
physical movements from accommodation to accommodation in 
response to temporary rent changes. 

In time, however, the market imperfection rationale for 
controls ceased to hold. Deadweight costs increased for both 
landlords and tenants and a tax-subsidy scheme that began as 
a least-cost measure was no longer the most advantageous 
alternative. 

Hettich and Winer (1984) developed a model that is in 
the same spirit as Becker's work but more sophisticated in 
several respects. In particular, they correctly place the 
vote-maximizing objective of contending political parties at 
the core of their model. In. Becker's formulation, the 
result is determined by contending lobbying groups and the 
political process is completely implicit. Hettich and Winer 
a@estam @ positive role to’ ‘the unorganized, while in Becker 
they are entirely passive. Becker is concerned only with 
the economic costs of political behaviour as reflected in 
"voice" (lobby). Hettich and Winer consider both "voice" 
and "exit", which means a reduction in taxes through 
shifting to activities that yield untaxed returns. all eS od 
implies deadweight losses. 

Tax and subsidy structures are undefined in Becker. 
Hettich and Winer fully define the tax aspect of these 
structures and could presumably extend this effort to the 


subsidy aspect as well. They agree, however, that dead- 
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weight costs affect political behaviour and that competition 
among: politicians: nesul ts in ethes, ChoLecen of etlieeness 
effacient policy instruments. 

The basic fixtures of the Hettich-Winer model are of 
some interest in the present context. Again, it is assumed 
that, political «parties «compete «fan lyvotes: Trpeouderr EO 
compete, political parties need resources for organization 
purposes, and. for advertising the: partys! merits. tos the 
UNOLTOGaAwRuZ eds VOtems. These resources are obtained as 
"bribes", «from..the informed,) organized .sectomeAwhich, through 
government regulation is able to control entry) in exchange 
for tax concessions for itself. The uninformed, unorganized 
sector is persuaded by "political" party advertising of the 
net benefits that the party will provide if elected. 

For both the organized and unorganized sectors, higher 
taxes result in lost votes. However, these vote losses are 
reduced when exit (untaxed activities) opportunities are 
available. Such opportunities reduce the willingness of the 
organized group to "buy" tax concessions -- a factor crucial 
to, politicians because) the vote Jloss-jiper sesiiron=-ithe 
organized is immaterial, given the small size of the 
organhzed sector relative. to, the unorganized sector, 
Hettich and Winer then consider how a political party might 
modify the. tax structure;.,.taking ,Into ,account thejamplica- 
tions of exit noted above, so as to secure the requisite 
financing while imposing the minimum total deadweight costs 
(the sum of the deadweight costs of individual taxpayers). 


The relevant point is that: in thie, formularion spotuti eians 
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seek the most efficient tax structure, as most economists 


would expect them to do, but within the constraint posed 


by the need for party finance, as public choice theory sug- 
gests they would. 


The most useful insight from Becker and from Hettich 
and Winer, for the purposes of this paper, is that political 
aCtaVrcy 26 not Soltetiywa funetron ofthe tax revenvie and 
subsidized expenditures, but also a function of the dead- 
weight (inefficiency) costs associated with each of them. 
Deadweight costs add to the tax burden and subtract from the 
subsidy benefit. What these economists appear to have in 
mind in considering deadweight costs are the utility losses 
arising from the resulting behavioural adjustments. 

Becker explicitly takes into account the lobbying costs 
CiLeerganizations as an-addition* to the burden of Caxpayers 
ana as a subtraction from the benerits Of subsidy Freci-= 
pients. Hettich and Winer, on the other hand, seem to treat 
them as part of the tribute that the organized pay to poli- 
t@evans in exchange for tax concessions. "Neither “paper 
acknowledges the transaction costs incurred by individual 
taxpayers and subsidy recipients in their struggles to mini- 
mize the former and maximize the latter net of these costs. 
It will be recalled that it is an inference of rent-seeking 
theory that in a perfectly competitive Situation (e:9., che 
hypothetical fishery) the struggle for subsidy benefits will 
entirely dissipate their value because they” are” mron= 
exclusive rights. Dissipation is prevented only when the 


number of parties seeking the benefits is sufficiently small 
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to permit contractual arrangements. As Dales puts it wR 
commenting on Cheung's analysis of non-competitive struggles 


for benefits: 


In. these situations) not, all rents wildeberdissa- 
pated because the people involved will try to 
contract with one another in order to prevent the 
total loss of the unassigned income; the general 
Supposit.ion ,pmen) becomes, iat yee t wiidclabe 
completely dissipated only in the area where the 
marginad,, cost, of) contuactingwexceeds the marginal 
reduction in waste. (Dales 1983, 260) 


Perhaps the simplest and most blatant form of contrac- 
tual arrangement in the field of residential rent control, is 
the illegal payment by prospective tenants of key money" 
that is approximately equal to the present value Of the 
difference between the controlled and the uncontrolled rent. 
"Key money" may be demanded either by Dandlords orn oy 
tenants who are offering a sub-lease. A more sophisticated 
contractual arrangement is the conversion of a rental 
contract into a condominium sales contract. This conversion 


by contract prevents the dissipation of the “unassigned 


income", which in present value terms is then, in effect, 
exclusively assigned to either the vendor or the buyer or is 


divided between them. 


SOME GENERAL IMPLICATIONS 


The, term "rent. seeking" is ainftortunate | inset sueast .Ewo 


respects: ite is, Geadithy vucanfius ea: withjthemwexeencly 
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different concept of economic rent;9 it is also readily 
contused with the, conventional «meaning.-of rent, -= the 
periodic payment for the use of a thing, such as residential 
accommodation. However, the term "rent seeking" is now so 
Pirwlyeembedded in _ the. economics. Jaterature., that.jt pis 
probably too late to call the phenomenon to which it relates 
someting like “investing, inh intluencwndg .go0.viennnent 
decisions" -- which is more descriptive and less emotive. 

Putting aside the terminology, is the concept helpful 
to the analysis of residential rent control in Ontario? The 
theory of rent seeking does seem to provide several signifi- 
cant insights that do not emerge from traditional economic 
Or practical analysis. 

Rent control can be thought of as svacsystem.of simnul— 
taneous taxes or transfers under which tenants are empowered 
by, law, as applied by the regulatory agency, touctax 
landlords and keep the proceeds -- the rent saving. The 
effects of taxes and transfers have traditionally been 
analyzed primarily in terms of their income and substitution 
effects. They change the incomes (in cash.or kind) of those 
taxed and subsidized els la the net one, tC hese 
consumption/saving and investment decisions. They also 
change relative prices, bringing about the substitution of 
that which has become relatively cheaper for that which has 
become arelativelydearer...In.@ word d.of «perfect, markets 
(even without. transaction,costs), the result, isa misallo- 


cation of resources in the sense that individual decisions 
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are distorted. While the distribution of income and wealth 
may be improved -- a necessarily subjective determination -- 
there is an economic efficiency loss (cost). Only if the 
redistribution could take place under highly improbable 
circumstances -- an unanticipated, once-and-for-all, 
instantaneous, simultaneous confiscation and gifting -- 
could these costs be avoided. Because the "benefits" (if 
such they be) of the redistribution are incommensurate with 
the ffTreienrcy costs, "no “calculation Of Mee bene it (or 
cost) is" possible. 

The *recognitron that’ individidal’s and’ groups Make 
investments "in seciringtie transfer or resisting the tax == 
the gist of the theory of rent seeking -- alters the picture 
considerably. With competition, and given a reasonably 
well-informed populace with a means of circumscribing free- 
riding at a reasonable cost, the contending parties will 
invest in‘securing favourable (to them!) government rules 
and regulatory decisions. While the results are uncertain, 
the’ overald expected returh (benefits obtained Or costs 
avoided) will be normal. There will be no supranormal 
"Drotits™ (i.e.; "economic rent). “The attempted redistribu-— 
tion of income or wealth is therefore resource-using, as in 
conventional’ business investment, but’ it is not output- 
producing. In the extreme case, the investment of resources 
in securing favourable decisions is equal to or greater than 
the transfer. It has the same economic effect as a firework 
display produced for the blind and deaf -- a complete waste 


i aes : , 
or "dissipation" of resources. Under some circumstances, 
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the value of the resources invested in obtaining the rents 
will just equal the value of the rents. 

Peet OL scact, Of COULSEe, COMpEeLI tion is not 
VeLrrect, not 1S public intormation always. r¢éliable “or 
unbiased. Some groups face higher free-rider and organiza- 
tional costs than others. The actual degree of dissipation 
is therefore problematic. Nevertheless, there seems little 
doubt that conventional economics has hitherto neglected an 
important economic cost of measures such as residential rent 
CONnEFOL. 

The foregoing argument was based on the assumption of 
perfect markets. Should markets be imperfect, significant 
qualifications must be introduced. Suppose, for example, 
that the residential rental market is imperfect in that it 
Lomewbject tO. major cycles, which arise primarily from 
investors' failures to adequately forecast tenant demand. 
These failures bring about a lagged excess of construction 
that generates high vacancy rates (and low rents), which are 
followed presently by low vacancy rates (and high rents). 
This cycle is repeated again and again. One possible 
consequence is an economically costly high rate of tenant 
moves, Since tenants will first try to upgrade and then be 
forced to downgrade their accommodation. Suppose that rent 
control tends, to some degree at least, to correct for this 
market imperfection. Would governments, as practical 
entities seeking the electoral support of tenants, institute 


this market-improving policy change without pressure from 


89 


tenants? 


Public choice theory suggests that the answer Ls iG. 
Under this formulation, it is only the competition among the 
parties for votes that provides the iacenelnre for policy 
improvements. 

It would take a great deal of faith to adhere to the 
proposition that Interparry competition inexorably and 
invariably brings about ever more efficient policies. As i 
mentioned earlier, this view seems to assume that elections 
are issue referenda, that voters are fully informed, and 
that majorities (coalitions of minorities) do not attempt to 
coerce minorities without regard to the economic costs to 
society as a whole if their investments in government 
influence bring at least a normal return. 

Consider the array of price controls in Ontacio:. adgmi= 
cultural price supports, minimum wage laws, fixed taxi fare 
rates, and a host of others —-/ all jin addition to residen-— 
tia li nent. control. Ts it. not likely that. the 2nceresec 
groups involved in securing these controls used the "market 
imperfections correction" argument as a plausible rationale 
for sthe adoption of policies that they thought would Dern 
their interest (net of the transaction costs involved in 
obtaining the government rule changes and in securing 
favourable decisions under those rules)? After all, for an 
interest group to blatantly put its votes up for sale to the 
highest bidder without providing any apparent solace to the 


losers. by way,of justification, is ssimply got, donc in 


"Civilized" democracies; 
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The explanation for the existence and persistence of 
Such policies as residential rent control in Ontario 
probably lies in certain fundamental aspects of voter 
perception, as affected by the biases of the news media and 
the prevailing political processes and institutions. Poli- 
ticians, with rare exceptions, have to take the system as 
given. in seme verucial constituencies, there are many 
tenants and few landlords; the tenants are widely accepted 
DY others as deserving and the landlords are not. Free- 
riding is more cheaply minimized by building tenants' asso- 
Ciations once they are established than it is by landlords; 
the lobbying contributions of landlords are therefore less 
than protection of their aggregate net worth would "warrant" 
== a probiem thatimay be Sys cera Dy hues restricting 
contributions to political parties. Prospective tenants of 
controlled accommodation -- one of the group of losers -- 
are nNotferganized, The economic costs to society of price 
controls, including the transaction costs of rent seeking, 
are probably grossly underestimated by most "disinterested" 
voters who are in any event unorganized. And one could go 
On etcting “(undamental factors that "explain" the rent 
control phenomenon. The elimination of these imperfections 
in political Markets,’ 1£ such they may be called, will 
almost certainly be extremely difficult. Fortunately, the 


task is beyond the scope of this paper. 
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NOTES 


See statements by Housing Ministers Sydney B. Handleman 
(June ll, 1974) and Donald R. Irving (Decenber 57) 2974, 
April 22,. 1975, June 5, 1975, July 30) Lo7> pane Auguak 


30,.. 1975) -as reported. in, COFRRT. (1993). 


See, for example, Arnott (1981) and Smith and Tomlinson 
(1981).. The empirical analysis provided by Smith and 
Tomlinson is open to serious question. The direction 
of the changes ls less controversial since, 1 tecan sve 
largely deduced from the generally accepted assumptions 


of economics. 


For a general description of welfare economics, see 


Henderson and Quandt (1958) and Hartle (1979, 145-72). 


See Hayek (1975) and Friedman and Stigler (1975) for 


earlier criticisms. 


For a survey ,of the critical commentary.on tChe.~theory 
of rent seeking, see Hartle (1983) and the references 


cited therein. 


Opportunity cost, probably the most important concept 
in economic theory,,is,the,price, that an. 1nput -woimld 
command in its next-best use. Alternatively, it is the 


goods or services necessarily forgone because resources 
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with alternative uses are required for the production 
of a given output. Television stars usually command a 
high income. Were they precluded from a television 
career and obliged to sell their next-best attributes 
or skills, perhaps as secretaries or shoe salesmen, 
their incomes would be much reduced. The difference 
between the star income’ and the ordinary income*is 
price rent. If this rent were taxed heavily, there 
would be no change in behaviour -- that is, no change 
in supply. The concept of economic rent also embraces 
what are called quasi-rents. Quasi-rents arise when, 
for example, there is a sudden, unanticipated increase 
in demand for a reproducible good or service. In the 
showt=11un, “the supply *is> faxed and *prices! rise, to 
retror ene "avai Tap le “quantity. 2 Suppers: obtain ja 
price that more than covers variable costs and a normal 
rate of return on investment -- that is, they obtain a 
quasi-rent. Quasi-rents, unlike price rents, are 
eliminated over time: existing suppliers increase 
Output and new suppliers enter the industry, causing 
prices to fall until they just cover costs (defined to 


include a normal return). 


Presumably the word "rent" in the term "rent seeking" 
was adopted because, like economic rent, the return 
from “efforts /to. affect government decisions is 


unrelated to additional physical production. But this 
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is as far as the similarity between the two types of 


rent goes. 

See Mueller (1979) for an encyclopedic survey of the 
theony of public chorce sean approach similar to that 
taken in the present paper can be found in Hartle 


CEO Oi). « 


See note 6. 
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